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PREFACE

The so-called classical system of current U.S. tax law treats corporations
and their investors as separate entities and levies tax at both the corporate and
shareholder levels on earnings from investments in corporate equity. Corporate
earnings distributed to lenders as interest are generally deductible by the
corporation and taxed, if at all, to the lender. Investors who conduct business
activity in noncorporate form, such as a sole proprietorship or partnership, are
taxed once on their earnings at the owners’ tax rate.

As a result, despite the critical role played by corporations as a vehicle for
economic growth, the United States tax law often perversely penalizes the
corporate form of organization. The current system of taxation also distorts
corporate financial decisions—in particular by encouraging debt and discouraging
new equity financing of corporate investments. The tax system also prejudices
corporate decisions about whether to retain earnings or pay dividends and
encourages corporations to distribute earnings in a manner to avoid the double-
level tax.

Integration of the individual and corporate tax system would tax corporate
income once and reduce or eliminate these economic distortions. Most trading
partners of the United States have integrated their corporate tax systems. The
potential economic gains from integration are substantial.

This Report examines in detail several different integration prototypes,
although it does not attempt an exhaustive discussion of all possible integration
systems or of all the technical issues raised by the alternative prototypes.

This Report does not contain legislative recommendations. Rather, it is
intended to stimulate discussion of the various prototypes and issues they raise.
By advancing the opportunity for such debate, this Report should encourage
serious consideration of proposals for integrating the individual and corporate tax
systems in the United States.



EXECUTIVE SUMMARY

WHAT IS INTEGRATION AND WHY SHOULD IT BE BENEFICIAL?

Currently, our tax system taxes corporate profits distributed to shareholders at least
twice—once at the shareholder level and once at the corporate level. If the distribution is
made through multiple unrelated corporations, profits may be taxed more than twice. If, on
the other hand, the corporation succeeds in distributing profits in the form of interest on
bonds to a tax-exempt or foreign lender, no U.S. tax at all is paid.

The two-tier tax system (i.e., imposing tax on distributed profits in the hands of
shareholders after taxation at the corporate level) is often referred to as a classical tax
system. Over the past two decades, most of our trading partners have modified their
corporate tax systems to "integrate" the corporate and shareholder taxes to mitigate the
impact of imposing two levels of tax on distributed corporate profits. Most typically, this has
been accomplished by providing the shareholder with a full or partial credit for taxes paid
at the corporate level.

Integration would reduce three distortions inherent in the classical system:

@) The incentive to invest in noncorporate rather than corporate
businesses. Current law’s double tax on corporations creates a

higher effective tax rate on corporate equity than on non-
corporate equity. The additional tax burden encourages "self-
help" integration through disincorporation.

(b) The incentive to finance corporate investments with debt rather
than new equity. Particularly in the 1980s, corporations issued

substantial amounts of debt. By 1990, net interest expense
reached a postwar high of 19 percent of corporate cash flow.

(©) The incentive to retain earnings or to structure distributions of

corporate profits in a manner to avoid the double tax. Between
1970 and 1990, corporations’ repurchases of their own shares

grew from $1.2 billion (or 5.4 percent of dividends) to $47.9
billion (or 34 percent of dividends). By 1990, over one-quarter
of corporate interest payments were attributable to the substitu-
tion of debt for equity through share repurchases.

These distortions raise the cost of capital for corporate investments; integration could
be expected to reduce it. To the extent that an integrated system reduces incentives for
highly-leveraged corporate capital structures, it would provide important non-tax benefits by
encouraging the adoption of capital structures less vulnerable to instability in times of
economic downturn. The Report contains estimates of substantial potential economic gains
from integration. Depending on its form, the Report estimates that integration could increase
the capital stock in the corporate sector by $125 billion to $500 billion, could decrease the

vii



Executive Summary viii

debt-asset ratio in the corporate sector by 1 to 7 percentage points and could produce an
annual gain to the U.S. economy as a whole from $2.5 billion to $25 billion.

PROTOTYPES

This Report defines four integration prototypes and provides specifications for how
each would work. Three prototypes are described in Part II: (1) the dividend exclusion
prototype, (2) the shareholder allocation prototype, and (3) the Comprehensive Business
Income Tax (CBIT) prototype. In addition, in Part IV, titled "Roads Not Taken," the Report
describes the imputation credit prototype and a dividend deduction alternative. For
administrative reasons that the Report details, we have not recommended the sharcholder
allocation prototype (a system in which all corporate income is allocated to shareholders and
taxed in a manner similar to partnership income under current law). Simplification concerns
led us to prefer the dividend exclusion to any form of the imputation credit prototype.

In the dividend exclusion prototype, shareholders exclude dividends from income
because they have already been taxed at the corporate level. Dividend exclusion provides
significant integration benefits and requires little structural change in the Internal Revenue
Code. When fully phased in, dividend exclusion would cost approximately $13.1 billion per
year.

CBIT is, as its name implies, a much more comprehensive and larger scale prototype
and will require significant statutory revision. CBIT represents a long-term, comprehensive
option for equalizing the tax treatment of debt and equity. It is not expected that implementa-
tion of CBIT would begin in the short term, and full implementation would likely be phased
in over a period of about 10 years. In CBIT, shareholders and bondholders exclude dividends
and interest received from corporations from income, but neither type of payment is
deductible by the corporation. Because debt and equity receive identical treatment in CBIT,
CBIT better achieves tax neutrality goals than does the dividend exclusion prototype. CBIT
is self-financing and would permit lowering the corporate rate to the maximum individual
rate of 31 percent on a revenue neutral basis, even if capital gains on corporate stock were
fully exempt from tax to shareholders.

POLICY RECOMMENDATIONS

In addition to describing prototypes, the Report makes several basic policy
recommendations which we believe should apply to any integration proposal ultimately
adopted:

(a) Integration should not result in the extension of corporate tax
preferences to shareholders. This stricture is grounded in both

policy and revenue concerns and has been adopted by every
country with an integrated system. The mechanism for
preventing passthrough of preferences varies; some countries
utilize a compensatory tax mechanism and others simply tax
preference-sheltered income when distributed (as we recom-
mend in the dividend exclusion prototype). Both of these
mechanisms are discussed in the Report.
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(b) Integration should not reduce the total tax collected on corpo-

rate income allocable to tax-exempt investors. Absent this
restriction, business profits paid to tax-exempt entities could
escape all taxation in an integrated system. This revenue loss
would prove difficult to finance and would exacerbate distor-
tions between taxable and tax-exempt investors.

(c) Integration should be extended to foreign shareholders only
through treaty negotiations, not by statute. This is required to
assure that U.S. shareholders receive reciprocal concessions
from foreign tax jurisdictions.

(d)  Foreign taxes paid by U.S. corporations should not be treated,

by statute. identically to taxes paid to the U.S. Government.
Absent this limitation, integration could eliminate all U.S.

taxes on foreign source profits in many cases.

A table summarizing the characteristics of each of the prototypes follows.

OBJECTIVES OF THE REPORT

This Report is not a legislative proposal but rather a source document to begin the
debate on the desirability of integration. This Report concludes that integration is desirable
and presents a variety of integration mechanisms. A major reform such as integration should
be undertaken only after appropriate deliberation and consideration of public comments. In
light of the increasing isolation of the United States as one of the few remaining countries
with a classical tax system, serious consideration of integration is now appropriate.
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Comparison of the four principal integration prototypes

Prototype
Dividend Shareholder Imputation
Exclusion Allocation CBIT Credit
Issues Prototype Prototype Prototype Prototype
Rates
a)  Distributed  Corporate rate Shareholder rate' CBIT rate (31 percent)  Shareholder rate'
Income
b)  Retained Corporate rate Shareholder rate CBIT rate (additional Corporate rate
Income? (additional shareholder investor level tax (additional share-

Treatment of
non-corporate
businesses

Corporate tax
preferences

Tax-exempt
investors

Foreign source
income

Foreign
investors

Treatment of
debt

level tax depends on

the treatment of capi-
tal gains; see Chapter
8)

Unaffected

Does not extend pref-
erences to sharehold-
ers. Preference in-
come is subject to
shareholder tax when
distributed.
Corporate equity in-
come continues to
bear one level of tax.

Foreign taxes are
creditable at the cor-
porate level, but
shielded income is
subject to shareholder
tax when distributed.

Corporate equity in-
come continues to
bear tax at the cor-
porate level and cur-
rent withholding taxes
(eligible for treaty
reduction) continue to
apply to distributions.

Unaffected

Unaffected

Extends prefer-
ences to share-
holders.

Corporate equity
income continues
to bear one level
of tax.

Foreign taxes are
creditable at the
corporate level
and at the share-
holder level.

Corporate equity
income continues
to bear tax at the
corporate level
and current with-
holding taxes
(eligible for treaty
reduction) contin-
ue to apply to
distributions.

Unaffected

depends on the
treatment of capital
gains; see Chapter 8)

CBIT applies to non-
corporate businesses
as well as corpora-
tions, except for very
small businesses.

Does not extend pref-
erences to investors.
Preference income is
subject to compensato-
ry tax or investor level
tax when distributed.

A CBIT entity’s equity
income and income
used to pay interest
bear one level of tax.

Foreign taxes are
creditable at the entity
level, but shielded
income is subject to
compensatory tax or
an investor level tax
when distributed.

A CBIT entity’s equity
income and income
used to pay interest
bear tax only at the
entity level, and no
withholding taxes are
imposed on distribu-
tions to equity holders
or on payments of
interest.

Equalizes treatment of
debt and equity

holder level tax
depends on the
treatment of capital
gains; see Chapter 8)

Unaffected

Does not extend
preferences to share-
holders. Preference
income is subject to
sharcholder tax when
distributed.

Corporate equity
income continues to
bear one level of tax.

Foreign taxes are
creditable at the
corporate level, but
shielded income is
subject to shareholder
tax when distributed.

Corporate equity
income continues to
bear tax at the
corporate level and
current withholding
taxes (eligible for
treaty reduction)
continue to apply to
distributions.

Unaffected (unless
bondholder credit
system adopted)

'Plus 3 percentage points of corporate level tax not creditable because the prototype retains the 34 percent corporate
rate but provides credits at the 31 percent shareholder rate.

2Assuming no DRIP. See Chapter 9.
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PART I: THE CASE FOR INTEGRATION

CHAPTER 1: INTRODUCTION

1.A THE CORPORATE TAX:
NEED FOR CHANGE

Issues

Current U.S. tax law treats corporations and
their investors as separate taxable entities. Under
this classical system of corporate income taxation,
two levels of income tax are generally imposed on
earnings from investments in corporate equity.
First, corporate earnings are taxed at the corpo-
rate level. Second, if the corporation distributes
earnings to shareholders, the earnings are taxed
again at the shareholder level. In contrast, inves-
tors in business activities conducted in non-
corporate form, such as sole proprietorships or
partnerships, are generally taxed only once on the
earnings, and this tax is imposed at the individual
level. Corporate earnings distributed as interest to
suppliers of debt capital also are taxed only once
because interest is deductible by the corporation
and generally taxed to lenders as ordinary income.

Despite its long history, considerable debate
surrounds the role of the corporate income tax in
the Federal tax structure. The central issue is
whether corporate earnings should be taxed once
rather than taxed both when eammed and when
distributed to shareholders. Integration of the
individual and corporate income tax refers to the
taxation of corporate income once. This Report
discusses and evaluates several integration
alternatives.’

Despite their differences, the methods of
integration studied in this Report reflect a com-
mon goal: where practical, fundamental economic
considerations, rather than tax considerations,
should guide business investment, organization,
and financial decisions. The Tax Reform Act of
1986 (the 1986 Act)’ made the tax system signifi-
cantly more neutral in its impact on business
decisions about capital investment by reducing tax
rates and tax preferences. The 1986 Act,

however, did not address tax-related distortions of
business organizational and financing decisions. In
fact, the 1986 reforms may have increased the
pressure to select noncorporate organizational
forms by imposing a higher marginal rate on
corporations than on individuals and by repealing
the General Utilities’ doctrine, which had pro-
tected corporations from corporate level tax on
liquidating dispositions of corporate assets. Cor-
porate integration can thus be regarded as a
second phase of tax reform in the United States,
extending the goal of neutral taxation to the
choice of business organization and financial
policy.

The current two-tier system of corporate
taxation discourages the use of the corporate form
even when incorporation would provide nontax
benefits, such as limited liability for the owners,
centralized management, free transferability of
interests, and continuity of life. The two-tier tax
also discourages new equity financing of corporate
investment, encourages debt financing of such
investment, distorts decisions with respect to the
payment of dividends, and encourages corpora-
tions to distribute earnings in a manner designed
to avoid the double-level tax.

These distortions have economic costs. The
classical corporate tax system reduces the level of
investment and interferes with the efficient alloca-
tion of resources. In addition, the tax bias against
corporate equity can encourage corporations to
increase debt financing beyond levels supported
by nontax considerations, thereby increasing risks
of financial distress and bankruptcy.

Historically, the corporation has been an
important vehicle for economic growth in the
United States, but the classical corporate tax
system often perversely penalizes the corporate
form of organization. With the increasing integra-
tion of international markets for products and
capital, one must consider effects of the corporate



The Case for Integration

tax system on the competitiveness of U.S. firms.
Most of the major trading partners of the United
States have revised their tax systems to provide
for some integration of the corporate and
individual tax systems.

This Report provides a comprehensive study
of integration, including both the legal and eco-
nomic foundations for implementing integration in
the United States. We present three prototypes
representing a range of integration systems and
recommend two prototypes that implement our
policy goals. One prototype, a dividend exclusion
system, can be implemented with minimal chang-
es to current law. The second, the Comprehensive
Business Income Tax (CBIT), extends the divi-
dend exclusion model to debt. CBIT achieves the
important goal of equating the treatment of debt
and equity, but because it represents a greater
departure from current law, it would require a
longer transition period. We have included, albeit
with substantial reservations as to feasibility, a
third prototype—a shareholder allocation system,
often referred to as full integration. We consid-
ered it necessary to examine such a prototype
because this system is so frequently viewed as
ideal by proponents of integration, although we
ultimately reject it on both policy and
administrative grounds.

The Report also documents the substantial
economic benefits of integration. We estimate that
any of the three prototypes would increase the
capital stock in the corporate sector by $125 to
$500 billion and would decrease the debt to asset
ratio in the corporate sector from 1 to 7 percent-
age points. Further, efficiency gains from integra-
tion would be equivalent to annual welfare gain
for the U.S. economy as a whole of 0.07 to 0.7
percent of annual consumption (or $2.5 to $25
billion (in 1991 dollars).* See Chapter 13.

Brief Description of Current Law

Under current law, income earned by corpora-
tions is taxed at the corporate level, generally at
a marginal rate of 34 percent.” When the corpo-
ration distributes earnings to shareholders in the
form of dividends, the income is generally taxed

again at the shareholder level.’ If corporations
retain earnings, the value of their stock will
generally increase to reflect those earnings. When
shareholders sell their stock, gains from the sale
are taxed also. Thus, like income distributed as
dividends, retained corporate income generally is
taxed twice. In contrast, investors who conduct
business activity in noncorporate form, such as
through a sole proprietorship or partnership, are
taxed once on their earnings at their individual tax
rate.

Dividends distributed to individual U.S.
citizens and residents are taxed generally at
marginal rates of 15, 28, or 31 percent.” Divi-
dends distributed to nonresident aliens and foreign
corporations by U.S. corporations are generally
subject to a nonrefundable "withholding" tax,
currently set by statute at 30 percent. United
States treaties with trading partners frequently
reduce the rate to 15 or 5 percent on a reciprocal
basis. Dividends received by U.S. corporate
shareholders generally qualify for a dividends
received deduction of 70, 80 or 100 percent,
depending on the degree of affiliation between the
corporations. Sharecholders’ gains from sales of
corporate stock are taxed also, typically as capital
gains, although capital gains of foreign share-
holders generally are exempt from U.S. tax.

Unlike dividends, interest is generally deduct-
ible by corporations. Interest income received by
domestic lenders is generally taxed at their mar-
ginal tax rates. Interest income received by for-
eign lenders from U.S. corporations, however,
generally is not subject to U.S. tax.®

Tax-exempt entities supply a substantial
portion of the corporate capital in the United
States. These tax-exempt entities include pension
funds and educational, religious and other charita-
ble organizations. These entities are generally not
taxed on interest, dividends or gains from the sale
of their investments. However, the corporate level
tax applies to corporate income attributable to the
equity capital they supply. Tax-exempt entities
may be subject to the unrelated business income
tax (UBIT) on earnings from equity investments
in partnerships.



1.B  THE CORPORATE TAX AND
ECONOMIC DISTORTIONS

The classical corporate income tax system
distorts three economic and financial decisions:
(1) whether to invest in noncorporate rather than
corporate form, (2) whether to finance invest-
ments with debt rather than equity, and (3) wheth-
er to retain rather than distribute earnings. Apart
from corporate and investor level tax consider-
ations, nontax benefits and costs also influence
these decisions. To the extent that the classical tax
system distorts the choice of organizational form,
financial structure, and dividend policy, economic
resources can be misallocated.’

The Cost of Capital As a Measure of
Investment Incentives

This Report examines distortions resulting
from the corporate income tax in terms of effects
on the cost of capital. In deciding whether to
undertake an investment, firms require that the
investment provide a sufficient after-tax return to
compensate investors. The cost of capital is the
pre-tax rate of return that is sufficient to cover
operating expenses, taxes, economic depreciation,
and the investor’s required after-tax rate of return.
Thus, the cost of capital depends in part on the
return firms must pay to suppliers of debt or
equity capital to attract funds. The cost of capital
also depends on such factors as tax rates, the
investment’s economic depreciation rate, the
capital cost recovery deductions allowed on the
investment, the inflation rate, and the source of
financing for the investment. Because a higher
cost of capital makes certain investments unprofit-
able, corporate and individual income taxes
reduce investment incentives by raising the cost of
capital.

This section uses the cost of capital as a
framework for analyzing the effects of the current
classical corporate tax system on the business
decisions described above (i.e., form of business
organization, form of financing, and retention of
earnings). The final part of this section discusses
the effect of the corporate income tax on savings
and investment in the economy as a whole.
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Organizational Form

The waste of economic resources from tax-
distorted misallocation of capital between the
noncorporate and corporate sectors was the
original focus of criticism of the corporate income
tax. Beginning with Harberger,”® economists
have argued that a classical corporate tax system
misallocates capital between the corporate and
noncorporate sectors. Over the years, more
sophisticated models have been developed to
examine more carefully the efficiency costs of
corporate taxation. Contemporary approaches
suggest that these costs are significant. See
Chapter 13.

A simple example illustrates the effect of the
current corporate tax system on investment deci-
sions. Suppose that an investor requires an after-
tax rate of return of 8 percent and the investor’s
effective tax rate is 20 percent. An equity invest-
ment in a noncorporate enterprise must earn a
return high enough to pay tax at the investor’s
rate (20 percent) and still yield the required 8
percent after-tax return.!! The noncorporate
investment must therefore earn a 10 percent pre-
tax rate of return (net of depreciation) in order to
cover the investor’s income taxes and meet the
required return (0.10x(1-0.20) = 0.08). How-
ever, if the corporate tax rate is 34 percent and
the corporation distributes all of its income, the
cost of capital of an equity financed investment in
the corporate sector in the above example is 15.2
percent. This 15.2 percent pre-tax return yields an
8 percent return after paying both the corporate
tax and the investor level tax on dividends
(0.152x(1-0.34)x(1-0.20) = 0.08). Since
fewer investments can earn the higher required
return (15.2 percent as opposed to 10 percent),
the corporate tax discourages investment in the
corporate sector by raising the cost of capital.

More complex calculations support this result.
For example, a Congressional Research Service
report estimates, under realistic assumptions, the
total effective Federal income tax rate on corpo-
rate equity (taking into account both corporate
level and shareholder level taxes) to be 48 per-
cent, compared to 28 percent for noncorporate
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equity.'? Therefore, some corporations fail to
undertake investments that would be profitable if
the tax burden on corporate and noncorporate
investments were the same. Moreover, for some
business enterprises, the added corporate taxes
exceed the nontax benefits of incorporation,
causing such businesses to forego those benefits
and to operate instead in noncorporate form.
Figure 1.1 illustrates the differences in taxation of
equity investments in corporate and non-corporate
businesses.

The bias against corporate sector investments
compared with investments in the noncorporate
sector reduces the productivity of the nation’s
capital investments and reduces potential national
income. See Chapter 13. This reduction in pro-
ductivity is a hidden cost of the corporate tax. In
addition, the classical system encourages corpora-
tions to convert to noncorporate form, thereby
abandoning the benefits of incorporation.’

Certain tax provisions mitigate this tax bias
against corporate investment. First, by using debt
to finance investments, corporations can reduce

Figure 1.1
Distortions Under the Classical System'
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bankruptcy. Second, accelerated cost recovery
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government loan to finance new investment.
These deductions lower the total cost of capital
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because corporate tax rates generally exceed
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tax benefits from accelerated depreciation. Thus,
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additional tax burden on corporate equity
investments.

Corporations also can reduce the distortion be-
tween corporate and noncorporate investments by
distributing corporate income to shareholders
through share repurchases and other nondividend
distributions. The advantage of a nondividend
distribution is that it
allows shareholders to
recover the cost (or basis)
of their shares, with any
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capital gains. Current law
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gains of individuals (a
maximum rate of 28
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maximum of 31 percent
on other income). Capital
gains also benefit from
the deferral permitted
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of capital gains reduces,
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the distorting effect of the current corporate tax
system on corporate level investment.

International comparisons add perspective on
the effect of the corporate tax on the U.S. corpo-
rate sector. One measure is the ratio of corporate
investment to investment in housing, which
provides a comparison of resource allocation in
different economies. Figure 1.2 presents the ratio
of corporate gross fixed investment relative to
private residential investment in the United States
and three other industrialized countries for which
data are available since 1976. Throughout the
period, the United States had a lower ratio than
the United Kingdom. Although the U.S. ratio
exceeded that for Japan and Australia until the
early 1980s, corporate investment relative to
housing investment has tended upwards over the
whole period for Japan and Australia while the
ratio for the United States has remained fairly
stable, except for the 2 years following the Eco-
nomic Recovery Tax Act of 1981. Indeed, for the
last 4 years for which data are available, the
United States has had essentially the lowest
corporate investment per dollar of housing invest-
ment of any of the four nations. A similar picture
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of relatively low corporate investment in the
United States is depicted in Figure 1.3, which
presents the ratio of investment (net of deprecia-
tion) in the corporate sector relative to the total
noncorporate sector (households and unincorporat-
ed businesses combined) during the same period
for the same four countries plus France. By this
measure, the United States had the lowest ratio of
corporate to noncorporate investment during the
last 3 years for which data are available for any
of the five nations.

Another useful international comparison is the
spread between the pre-tax return on corporate
investment and the cost of funds in the United
States and other countries. This spread, or corpo-
rate "tax wedge," generally depends upon the type
of asset acquired, the corporate tax rate, the
capital recovery allowances, the rate of inflation,
and various other country specific factors. Table
1.1 presents a listing of preliminary OECD
calculations of the 1991 corporate tax wedge
based on a standardized mix of assets and sources
of funding for a manufacturer located in several
OECD member countries. According to these
data, the corporate tax wedge in the United States

is higher than in France or
Germany, is approximately the

Figure 1.2 in th i
Ratio of Corporate Investment Relative to f::{l:r at;;:: tth: tngv; edanéi 11;
Residential Investment in Four Countries, 1976-1989 8

Canada and Japan.

Corporate Capital

4 -
Structure
N
351 «_United Kingdom A~ - .
e T VAN Corporations have three
34 N ‘ alternatives for financing new
2, A\ T Jpam investments: (1) issuing new
g% s equity, (2) using retained
2 P \ ./ earnings, or (3) issuing debt.
. P ST There can be important nontax
15{ T A ~~~~~ g United States benefits and costs of alterna-
o TN ustralia tive corporate financing
1{ ~ arrangements, and the tax
0s - system should avoid prejudic-
R | | - ing financial decisions.
1976 1980 1984 1988
Year Th .
Source: Organisation for Economic Co-operation and Development, e current Cl?lSSI_(:al. cor-
National Accounts (1976-1989). porate tax system discriminates



The Case for Integration 6

Figure 1.3
Ratio of Corporate Investment Relative to
Noncorporate (including Household) Investment
in Five Countries, 1976-1989
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Table 1.1

Corporate Tax Wedges for
New Investments in Manufacturing

1991
Country Corporate Tax
edge'
Canada 1.2
France 0.4
Germany 0.6
Japan 1.4
United Kingdom 0.9
United States 0.8

Department of the Treasury
Office of Tax Policy

IThe difference between the pre-corporate tax real rate of return and 5
percent (the real interest rate). The calculations assume no personal taxes
and an inflation rate of 4.5 percent for all countries. The weights for the
proportion of investment in each type of asset and the proportion of
finance from each source of funds are assumed to be the same for each
country: 50 percent for machinery, 27 percent for buildings, and 23
percent for inventories and 35 percent for debt, 10 percent for new
equity, and 55 percent for retentions.

Source: Organisation for Economic Co-operation and Development,
preliminary unpublished estimates.

against equity financing of
new corporate investment.
See Figure 1.1. Because of
the two levels of taxation of
corporate profits, the cost of
equity capital generally ex-
ceeds the cost of debt capital.
The Congressional Research
Service estimates, under
realistic assumptions, the
total effective Federal income
tax rate on corporate debt to
be 20 percent, compared with
48 percent for corporate equi-
ty.!* Moreover, the total
effective tax rate on debt can
be negative. The lower effec-
tive tax rate for debt financed
corporate investment than for
equity financed corporate
investment encourages the
use of debt by corporations,
assuming nontax factors that
affect financing decisions do
not change.

If a corporation borrows
from an individual to finance
an investment, the corpora-
tion deducts the interest
payments from its taxable
income and is therefore not
taxed on the investment’s
pre-tax return to the extent of
interest payments, although
the lender is taxable on the
interest at the individual tax
rate.’® Consequently, to the
extent that corporations fi-
nance investment with debt,
current law does not distort
the choice between invest-
ment in the corporate and
noncorporate sectors. Using
the assumptions in the numer-
ical example set forth under
"Organizational Form,"
above, for a 100 percent
debt financed corporate



investment, the cost of capital is 10 percent
(0.10x(1-0.2) = 0.08, the required rate of
return). This cost is well below the 15.2 percent
cost of capital for equity financed investments for
corporations that distribute income as dividends,
and is the same as the cost of capital for a non-
corporate investment.

Recent Trends in Corporate Debt

Historical data show U.S. corporate debt to be
at relatively high levels by postwar standards,
with some, but not all, measures growing at an
unusually rapid pace in the 1980s. Because there
is no single, universally agreed-upon measure of
debt, the discussion below considers trends based
on alternative measures.

One group of debt measures focuses on corpo-
rate balance sheets: the ratio of debt to total
assets. The debt to asset ratio can be computed
using either book value (the par value of debt and
the historical cost of assets as reported for
financial accounting purposes) or market value.
Figure 1.4 displays one book value measure, the

Figure 1.4

Ratio of Credit Market Debt to the
Book Value of Tangible Assets

Nonfinancial Corporations

The Case for Integration

ratio of credit market debt to the book value of
tangible assets for nonfinancial corporations,
based on Federal Reserve Board data. This ratio
grew from 43 percent in 1948 to 61 percent in
1989. Although the ratio generally increased over
the postwar period, it declined sharply beginning
in 1975 and continuing through the mid 1980s.
Following that decrease, the ratio began to rise
again and by 1989 had reached a postwar high of
61 percent. In 1989, this book-value debt to asset
ratio was more than 17 percentage points higher
than in 1980, but only 10 percentage points higher
than the pre-1980s peak of 51 percent reached in
1973.

Figure 1.5 presents Federal Reserve Board
data showing the ratio of the market value of debt
to the market value of the firm (debt plus equity)
for nonfinancial corporations from 1961 through
1989. Like the book-value measure, the market-
value ratio indicates that corporate debt has
generally increased since 1961. In 1961, debt
represented 26 percent of the total market value of
the capital stock of nonfinancial corporations
compared to 38 percent of total market value in
1989. The market-value data,
however, suggest that the
dramatic increase in corpo-
rations’ use of debt occurred in
the middle 1970s. Indeed, the
market-value ratio peaked at 47

0.7 percent in 1974, a year in
0.65 which the stock market fell

‘ sharply. During the 1980s, the
061 market-value ratio does not
show a discernible upward

0.55 trend because rising stock

S osl market prices largely offset the
S growth in the dollar amount of
0.45 1 debt during this period. In
contrast, the book-value mea-

0.4+ sure described in the preceding
035 paragraph shows a large in-

) crease during the 1980s, be-

08— e T cause stockmar.ketgroyvthis
1945 1950 1955 1960 1965 1970 1975 1980 1985 not reflected directly in the

Year book-value measure, and thus

Source: Federal Reserve Board, Flow of Funds Accounts (various issues).

does not offset the rising dollar
volume of debt.!®
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A second measure of
leverage focuses on the
importance of debt in corpo-
rations’ sources of additional
funds rather than corpo-
rations’ total outstanding
debt. See Table 1.2. Over the
entire postwar period, equity
finance was dominant. For
nonfinancial corporations,
retained earnings and net new
equity issues accounted for
roughly 78 percent of funds
raised. Debt provided the
balance, divided about
equally between private
issues (bank loans and private
placements) and public issues
(bonds). Relative financing
patterns changed during the
1980s. While corporations
continue to rely heavily on
retained earnings, they have
sharply adjusted the composi-
tion of external finance. Most
notably, corporations have
undertaken substantial repur-
chases of equity, financed
mainly with debt.” In
(current) dollar terms, this
pattern is illustrated in the
left panel of Figure 1.6. The
increase in nonfinancial
corporate debt during the
early and middle 1980s was
largely matched by a reduc-
tion in outstanding equity. As
shown in the right panel of
Figure 1.6, nonfinancial
corporations relied signifi-
cantly more on internal funds
(retained earnings) during the
1980s than was the case for
the postwar period as a
whole.

Recent evidence suggests
that share repurchases have
contributed to the increase in

Figure 1.5
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Market Value of the Firm
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Figure 1.6
Changing Sources of Funds for the Corporate Sector
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Table 1.2
Sources of Funds, Nonfinancial Corporations, 1946-1990
Amount
(millions of dollars) Shares

Internal  New Debt Net New Total Internal New Debt  Net New
Year Funds Issues Equity Issues Funds Funds Issues Equity Issues
1946 $8,503 $6,103 $1,018 $15,624 54.4% 39.1% 6.5%
1947 13,335 7,306 1,093 21,734 61.4% 33.6% 50%
1948 19,651 6,398 1,000 27,049 72.6% 23.7% 3.7%
1949 20,024 1,826 1,212 23,062 86.8% 7.9% 53%
1950 18,539 6,772 1,288 26,599 69.7% 255% 4.8%
1951 20,761 8,770 2,107 31,638 65.6% 27.7% 6.7%
1952 22,457 6,852 2,320 31,629 71.0% 21.7% 73%
1953 22,334 4,022 1,766 28,122 79.4% 143% 6.3%
1954 24,403 4,714 1,583 30,700 79.5% 15.4% 52%
1955 29,943 8,557 1,719 40,219 74.4% 21.3% 43%
1956 30,045 10,397 2,250 42,692 70.4% 24.4% 53%
1957 31,983 9,587 2,441 44,011 72.7% 21.8% 5.5%
1958 30,659 8,395 1,968 41,022 74.7% 20.5% 4.8%
1959 36,434 10,150 2,078 48,662 74.9% 20.9% 43%
1960 35,842 9,976 1,365 47,183 76.0% 21.1% 2.9%
1961 36,895 9,853 2,121 48,869 75.5% 202% 4.3%
1962 43,219 12,591 369 56,179 76.9% 22.4% 0.7%
1963 46,967 12,245 (341D 58,871 79.8% 20.8% 0.6%
1964 52,309 12,667 1,145 66,121 79.1% 19.2% 1.7%
1965 59,098 18,931 28) 78,001 75.8% 243% 0.0%
1966 63,274 23,451 1,259 87,984 71.9% 26.7% 1.4%
1967 64,250 24,924 2,397 91,571 70.2% 272% 2.6%
1968 65,766 27,677 (159) 93,284 70.5% 29.7% 0.2%
1969 65,195 28,995 3,406 97,596 66.8% 29.7% 3.5%
1970 62,693 28,484 5,694 96,871 64.7% 29.4% 5.9%
1971 74,614 25,986 11,435 112,035 66.6% 23.2% 10.2%
1972 86,214 31,463 10,922 128,599 67.0% 24.5% 8.5%
1973 93,704 68,439 7,883 170,026 55.1% 40.3% 4.6%
1974 88,972 50,835 4,097 143,904 61.8% 35.3% 2.8%
1975 124,249 13,171 9,908 147,328 84.3% 8.9% 6.7%
1976 141,272 40,138 10,524 191,934 73.6% 20.9% 55%
1977 164,401 66,695 2,727 233,823 70.3% 28.5% 12%
1978 181,914 70,970 (101) 252,783 72.0% 28.1% 0.0%
1979 197,206 68,142 (7,836) 257,512 76.6% 26.5% 3.0%
1980 199,772 58,206 10,375 268,353 74.4% 21.7% 3.9%
1981 239,098 104,085 (13,450) 329,733 T72.5% 31.6% -4.1%
1982 241,901 46,567 1,900 290,368 83.3% 16.0% 0.7%
1983 285,217 56,521 20,000 361,738 78.8% 15.6% 5.5%
1984 335,885 170,828 (78,975 427,738 78.5% 39.9% -18.5%
1985 351,815 134,260 (84,500) 401,575 87.6% 33.4% -21.0%
1986 344,294 209,718 (84,975) 469,037 73.4% 44.7% -18.1%
1987 372,448 123,749 (75,500) 420,697 88.5% 29.4% -17.9%
1988 391,371 184,633 (129,500) 446,504 87.7% 41.4% -29.0%
1989 380,010 159,537 (124,150) 415,397 91.5% 38.4% -29.9%
1990 369,458 86,186 (63,000) 392,644 94.1% 22.0% -16.0%

Department of the Treasury
Office of Tax Policy

Source: Federal Reserve Board, Flow of Funds Accounts (various issues).
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corporate debt. Rather than simply replacing
dividends, repurchases have been financed primar-
ily by debt, which results in higher interest
costs.'® Increased share repurchases, therefore,
accounts for part of the recent increases in net
interest payments, and may be viewed as one
method that firms have used to reduce their
corporate tax liabilities. Table 1.3 presents esti-
mates of the portion of net interest payments of
nonfinancial corporations that might be attribut-
able to "excess" share repurchases of the 1980s,
where the excess is the difference between actual
repurchases and the levels that would have
occurred if the ratio of repurchases to dividends
had continued at its average for the 1970s." The
table shows that, by 1990, over one quarter of the
interest payments of nonfinancial corporations was
attributable to increased share repurchases.

A third measure of corporate debt focuses on
the ability of corporations to service their debt.
Corporations meet their interest payments out of
the cash available after other payments, such as
those for labor, materials, energy, and taxes.
Cash flow, calculated as after-tax profits plus
depreciation, serves as a
measure of funds from which
a corporation can cover its
interest payments. Figure 1.7
shows the ratio of net interest
to cash flow for nonfinancial
corporations from 1948
through 1990. These data
show a generally upward 0.15
trend over time with substan-
tial increases in the Ilate
1960s and early 1970s, again
in the early 1980s, and in the
last 2 years (1989 and 1990).
After reaching 19 percent in
1982, the ratio of net interest 0.05 -
to cash flow showed little
upward movement through
1988 but has increased in

0.2 -

0.1+

Ratio

Table 1.3
Estimates of Maximum Amount of
Interest Attributable to
Increased Share Repurchases

1980-1990

Year Percentage of Net Interest
of Nonfinancial Corporations

1980 1.0

1981 0.9

1982 1.3

1983 1.8

1984 54

1985 11.2

1986 12.4

1987 18.2

1988 23.6

1989 23.4

1990 25.5

Department of the Treasury
Office of Tax Policy

Source: Office of Tax Policy calculations based on
Standard and Poor’s COMPUSTAT data and on infor-
mation in Poterba (1987).

Figure 1.7

Ratio of Net Interest to Cash Flow, 1948-1990
Nonfinancial Corporations

1989 and 1990. By 1990, it
reached a postwar high of 19
percent. Firm level data
document a similar
pattern.?!

1948 1954

1960 1966 1972 1978 1984 1990

Year

Sources: Department of Commerce (1986) and Department of
Commerce, Survey of Current Business (July, various years).



Some economists also are concerned that high
debt-service burdens (by postwar standards)
during the 1980s have been associated with an
increase in corporate bankruptcies. While bank-
ruptcies followed a cyclical pattern over most of
the postwar period, they remained high (relative
to postwar standards) throughout the expansion
following the 1981-1982 recession.?

Benefits and Costs of Corporate Debt

Debt finance may have nontax benefits.
Analysts most sanguine about high levels of
corporate debt and debt-service burdens typically
maintain that the discipline of debt is desirable
because it gives lenders indirect means to monitor
the activities of managers. This need for supervi-
sion owes to the separation between ownership
and management that is characteristic of the
traditional corporate structure.”

A disadvantage of higher debt levels is that
they can increase nontax costs of debt, including
costs associated with financial distress. Even
when corporations avoid formal bankruptcy
proceedings, they incur costs when they cannot
meet their interest obligations or when debt
covenants restrict operating flexibility. The costs
include extra demands on executives’ time, supply
disruptions, declines in customers’ confidence,
and, frequently, significant legal fees. Corpora-
tions therefore must evaluate the tax and nontax
benefits of additional debt relative to these costs.
Tax-induced distortions in capital structure can
entail significant efficiency costs.?

Corporate Dividend Distributions

The current system of corporate taxation also
may distort a corporation’s choice between dis-
tributing or retaining earnings and, if amounts are
distributed, whether they are paid in the form of
a nondividend distribution, such as a share repur-
chase. Differences in effective tax rates on divi-
dends and retained earnings are significant.?

Assessing the efficiency costs of such tax
differentials requires an analysis of motives for
corporate dividend distributions in the presence of

11
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relatively high taxes on such dividends compared
to capital gains. This Report assumes that corpo-
rate dividends offer special nontax benefits to
shareholders that offset their tax disadvantage,
and, accordingly, that corporations set dividend
payments so that the incremental nontax benefit of
dividends paid equals their incremental tax cost.
Under this assumption, the amount of dividends
paid out is expected to decrease as the tax burden
on dividends relative to capital gains increases;
empirical studies are consistent with this predic-
tion.”” Investor level taxes on dividends also
raise the cost of capital (and thereby reduce
investment) to the extent that corporations pay out
earnings as dividends. Thus, under the assump-
tions used in this Report, dividend taxes reduce
the payout ratio and real investment incentives.

The growth in share repurchases in the last
decade supports this view of the linkage between
the corporate tax and corporate dividends. Share
repurchases provide a means of distributing
corporate earnings with, in many cases, more
favorable shareholder level tax treatment than
dividend distributions. While a shareholder pays
tax on the full amount of a dividend at ordinary
income rates, the shareholder generally pays tax
on the proceeds of a share repurchase only to the
extent they exceed share basis and, in some cases,
at a preferential capital gains rate. Share repur-
chases increased substantially from 1970 to 1990,
growing from $1.2 billion (or 5.4 percent of
dividends) to $47.9 billion (or 34 percent of
dividends), and peaking in 1989 at $65.8 billion
(or 47 percent of dividends).?®

Savings and Investment

The corporate tax increases the tax burden on
the returns from saving and investing. The magni-
tudes of tax-induced distortions of investment and
savings decisions depend on two factors: the size
of the spread (or wedge) between pre-tax and
after-tax returns and the responsiveness of savers
and investors to changes in after-tax returns. The
more responsive savers and investors are to
changes in rates of return, the larger the effect of
a tax wedge of a given size.” The Report docu-
ments significant wedges between pre-tax and
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after-tax returns to saving and investment. While
empirical evidence on the effect of changes in the
after-tax return on savings is in conflict, there is
substantial empirical evidence documenting impor-
tant effects of capital taxation on investment.*
See Chapter 13.

In the presence of international capital flows,
the U.S. corporate income tax can reduce incen-
tives to invest in the United States, even if it has
a relatively small effect on saving by U.S.
citizens.

1.C NEUTRALITY AS THE GOAL
OF INTEGRATION

Integration would reduce and in some cases
eliminate the distortions of business decisions
under the current tax system by coordinating the
individual and corporate income tax systems so
corporate income is taxed only once. Broadly
speaking, corporate tax integration seeks to reduce
tax-induced distortions in the allocation of capital
by taxing corporate income once, rather than
zero, once, or multiple times as under the current
regime. Integration has attracted the attention of
tax policymakers for many years. The Department
of the Treasury and the Congress have considered
integration on several occasions, most recently in
1984 and 1985.%! Many industrial countries have
long had integrated systems; several others have
recently adopted integration.*

The classical system of corporate taxation is
inefficient because it creates differences in the
taxation of alternative sources of income from
capital. Under the classical system, a taxpayer
conducting business in corporate form faces a
different tax burden on equity financing than a
taxpayer conducting the same business in non-
corporate form. A corporation that raises capital
in the form of equity faces a different tax burden
than a corporation that raises the same amount of
capital from debt. A similar disparity exists in the
treatment of corporations that finance with re-
tained earnings and those that pay dividends and
finance with new equity. This Report provides
evidence that these distortions impose significant
economic costs, including reduced financial

flexibility of corporations and an inefficient
allocation of capital.

A traditional goal of integration proposals has
been to tax corporate income only once at the tax
rate of the shareholder to whom the income is
attributed or distributed.”® Under the traditional
approach, corporate income ideally would be
taken into account when earned in determining
each individual’s economic income and would be
taxed at each individual’s marginal tax rate.** To
illustrate, assume that a corporation has $100 of
income on which it pays $34 in corporate tax.
The corporation’s shareholder has a marginal rate
of 28 percent. Traditional proposals would typi-
cally treat the shareholder as having received
income of $100, but credit the shareholder with a
tax payment of $34. Since the shareholder owes
only $28 in tax on $100 of income, traditional
proposals typically provide that the sharcholder is
entitled to a $6 refund or credit against other
taxes.

Assuring that corporate income is taxed once,
but only once, does not require that corporate
income be taxed at individual rates, however.
Attaining a single level of tax—with the most
significant efficiency gains we project from any
system of integration—can be achieved with a
schedular system in which all corporate income is
taxed at a uniform rate at the corporate level
without regard to the tax rate of the corporate
shareholder. Under the current rate structure, in
which the corporate rate is slightly higher than the
maximum individual rate, there seems little reason
to tax corporate income at sharecholder rates. In
contrast, an integration proposal developed in the
late 1970s, when the maximum individual rate on
capital income of 70 percent exceeded the corpo-
rate rate of 46 percent, might well have required
taxation at shareholder rates in order to prevent
avoidance of the higher shareholder rates.*

Neutral taxation of capital income will reduce
the distortions under the current system.*® Eco-
nomic efficiency suggests that all capital income
should be taxed at the same rate. Accordingly, we
place less emphasis than some advocates of
integration on either trying to tax corporate



income at shareholder tax rates or on simply
trying to eliminate one level of tax on distributed
corporate income.

The prototypes advanced in this Report use the
corporation not as a withholding agent for individ-
ual shareholders (which implies ultimate taxation
at shareholder rates), but rather as a means of
collecting a single level of tax on capital income
at a uniform rate. Nevertheless, Chapter 3 dis-
cusses a shareholder allocation prototype, which
closely resembles the traditional passthrough
methods of integration. We do not recommend
adopting shareholder allocation, but it illustrates
the problems presented by an integration mecha-
nism that imputes corporate income to share-
holders and taxes it at individual rates.

A decision to adopt a schedular system for
taxation of business capital is not irreversible.
Future policymakers can, if they wish, add refund
- and crediting mechanisms to achieve the tradition-
al objective of taxing corporate income at the
individual shareholder’s marginal rate, or they can
address the issue by adjusting the corporate rate to
more precisely approximate individual rates.’’
Our judgment is that neither of these courses is
necessary to achieve the principal benefits of an
integrated tax system. They are options that can
be added once the complexities of transition have
been mastered. Deferring them makes the integra-
tion prototypes examined in this Report simpler to
implement and conserves revenues.

We approach integration primarily as a means
of reducing the distortions of the classical system
and improving economic efficiency. This Report’s
emphasis on enhancing neutrality in the taxation
of capital income can be summarized in four goals
for the design of an integrated tax system:

® [Integration should make more uniform the taxation

of investment across sectors of the economy. The
U.S. corporate system discourages investment in

the corporate sector relative to investment in the
noncorporate sector and owner-occupied housing.
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That is, current law results in too little capital in
the corporate sector relative to that elsewhere in the
economy. Integration seeks to reduce this
distortion.

Integration should make more uniform the taxation
of returns earned on alternative financial instru-

ments, particularly debt and equity. The U.S.

corporate tax system discourages corporations from
financing investments with equity as opposed to
debt. Such a system violates the goal of neutral
taxation. Although equalizing the tax treatment of
debt and equity need not be the overriding goal of
integration, equal treatment follows from the goal
of attaining neutral taxation of capital income.

Integration should distort as little as possible the

choice between retaining and distributing earnings.
The U.S. corporate system discourages the pay-

ment of dividends and encourages corporations to
retain earnings or to make nondividend
distributions.

Integration should create a system that taxes capital
income once. Imposing double or triple taxation on

some forms of capital income while not taxing
others violates the objective of achieving neutrality
between corporate and noncorporate forms of
investment.

Integration is not a cure-all. Even an integrat-
ed system cannot attain complete neutrality with
respect to the taxation of capital income. One
reason is that integration fails to address an
important category of tax distortions: distortions
in allocating investment capital among assets.
These inter-asset distortions are important, and
reducing such distortions was an important impe-
tus and goal of the 1986 Act. Because a corporate
income tax per se does not cause inter-asset
distortions, this Report does not directly address
them.*

The integration prototypes analyzed in this
Report are income tax systems. The Report does
not consider non-income tax reform of corporate
taxation. For example, some economists have ad-
vocated a corporate cash-flow tax.* In 1984, the
Department of the Treasury rejected substitution
of a consumption-based tax for the income tax,*
and in the 1986 Act, Congress moved decisively
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in the direction of strengthening the individual
income tax. So long as the individual tax base is
income, we do not beiieve a corporate cash-flow
tax would enhance the neutral treatment of capital
income relative to the reforms discussed here.

Revenue concerns also may prevent integration
from fully equalizing the taxation of alternative
investments. Some integration proposals would
reduce government revenue from income taxes.
Lost tax revenue must be made up either by
increasing other taxes or by reducing government
spending. Replacement taxes may create distor-
tions and alter the distribution of tax burdens. See
Chapter 13.

Finally, integration does not directly address
the general question of whether the overall tax
rate on capital income, and hence the overall cost
of capital, is too high. If integration eliminates
double taxation of corporate source income, the
overall tax rate on capital income would fall,
other things being the same. Integration must be
financed, however, and taxes on other types of
capital income might rise. Thus, integration pri-
marily focuses on improving the allocation of the
Nation’s capital stock, but not necessarily on
reducing the overall tax rate on capital income.
As Chapter 13 documents, the benefits associated
with such improvements are nonetheless
substantial.



PART II: PROTOTYPES

INTRODUCTION

This Part presents three prototypes for imple-
menting integration in the United States: (1) a
dividend exclusion prototype, (2) a sharcholder
allocation prototype, and (3) the Comprehensive
Business Income Tax (CBIT) prototype.!

Our trading partners that have integrated their
corporate tax systems, including most European
countries, as well as Canada and Australia, have
all adopted distribution-related integration sys-
tems. Such integrated systems retain a separate
corporate level tax on undistributed earnings but
eliminate part or all of the corporate level tax on
corporate earnings distributed to shareholders as
dividends. Distribution-related integration can be
accomplished by excluding dividends from share-
holders’ income (a dividend exclusion system), by
allowing shareholders a credit for corporate level
taxes (an imputation credit system), or by allow-
ing corporations a deduction for dividends (a
dividend deduction system).

After considering each of these three alterna-
tives, we determined that a dividend exclusion
system would implement in a relatively simple
and straightforward manner our policy recommen-
dations. The flexibility of an imputation credit
system in responding to important policy issues,
such as the treatment of tax preferences, foreign
taxes, and tax-exempt and foreign shareholders
under integration, does not, in our view, outweigh
its complexity in implementation. A dividend
deduction system would produce results in many
cases contrary to our policy recommendations.
Chapter 2 outlines a dividend exclusion prototype,
and Chapters 11 and 12 discuss the imputation
credit and dividend deduction alternatives. Be-
cause an imputation credit system is the mecha-
nism of corporate tax integration most frequently
used abroad, we discuss an imputation credit
prototype in considerable detail in Chapter 11.

The Report also examines two integration
systems that are mnot distribution-related.
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Chapter 3 describes a shareholder allocation
integration prototype, which would extend integra-
tion to retained earnings by taxing both distributed
and retained corporate earnings at the share-
holder’s tax rate. Chapter 4 describes the CBIT
prototype, which, in effect, would extend a
dividend exclusion system to payments of interest
in order to equalize the treatment of debt and
equity and would tax corporate and noncorporate
businesses in the same manner. This Report
recommends the dividend exclusion prototype and
CBIT for further study. While we do not recom-
mend adopting the shareholder allocation proto-
type, we include it here to illustrate how a tradi-
tional full integration or passthrough model might
be implemented and the problems it presents.

Each of these prototypes would move the U.S.
tax system in the direction of more neutral taxa-
tion of corporate income and, in so doing, would
reduce significantly tax-induced distortions in the
allocation of capital. The prototypes generally are
structured to implement our recommendations on
four major issues:

® The benefit of corporate level tax preferences

should not be extended to shareholders. Tax prefer-
ences, e.g., exempt state and local bond interest
and accelerated depreciation, may reduce the
corporate level tax, but current law does not extend
corporate level tax preferences to shareholders.
When corporate earnings sheltered by preferences
are distributed to shareholders, they are currently
taxed. Integration of the corporate income tax need
not become an occasion for expanding the benefits
of tax preferences. Therefore, we do not recom-
mend extending corporate level tax preferences to
shareholders under integration, and we have at-
tempted to develop administrable rules to reach this
result whenever we could do so in a manner
compatible with the prototype. See Chapter 5.

Integration should not reduce the total tax collected

on corporate income allocable to tax-exempt inves-
tors. Under current law, tax-exempt organizations

holding corporate stock, in fact, are not exempt
from the corporate level tax imposed on corporate
equity investments. Because corporate income is
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subject to tax at the corporate level regardless of
the exempt status of a shareholder, a tax-exempt
organization is exempt only from the shareholder
level tax. Integration presents the fundamental
question whether under an integrated tax this
treatment should continue, or whether integration
should reduce the total taxes paid on corporate
income allocable to tax-exempt entities. This
Report recommends, in general, retaining the
current level of taxation of corporate equity income
allocable to tax-exempt shareholders. See Chap-
ter 6. The CBIT prototype would introduce a
corporate level tax on income allocable to tax-
exempt bondholders as well. See Chapter 4.

Integration should be extended to foreign share-
holders only through treaty negotiations, not by
statute. The United States generally imposes two
levels of tax on foreign equity investment in U.S.
corporations (inbound investment). Thus, the
United States taxes the business profits of foreign
owned domestic companies similarly to the profits
of U.S. owned companies and also imposes signifi-
cant withholding taxes on dividends paid to foreign
investors. The basic issue that an integration
proposal must resolve for inbound investment is
whether, by statute, the United States should
continue to collect two levels of tax on foreign
owned corporate profits or whether foreign inves-
tors should receive benefits of integration similar to
those received by domestic investors. This Report
generally recommends that foreign shareholders not
be granted integration benefits by statute, but
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instead that this issue be addressed through treaty
negotiations in order to achieve reciprocity. Most
of the major trading partners of the United States
that have adopted integrated corporate tax regimes
have followed this approach. See Chapter 7 and
Appendix B.

Foreign taxes paid by U.S. corporations should not

be treated, by statute, identically to taxes paid to
the U.S. Government. The United States permits

U.S. corporations to credit foreign taxes against
U.S. taxes on foreign source income (outbound
investment) but taxes shareholders on the distribu-
tion of such income without regard to the foreign
taxes paid on that income. Treating foreign and
U.S. corporate level taxes equally under an inte-
grated system by statute would significantly reduce
the current U.S. tax claim against foreign source
corporate profits and often would completely
exempt such profits from U.S. taxation at both the
corporate and shareholder levels. Such unilateral
action would result in a significant departure from
the current allocation of tax revenues between the
source and residence country. We therefore recom-
mend that foreign taxes not be treated, by statute,
the same as U.S. taxes. As a consequence, the
prototypes generally would retain the foreign tax
credit at the corporate level but would continue to
tax foreign source income when it is distributed to
shareholders. Extending the benefits of integration
to foreign source income is more properly accom-
plished in the context of bilateral treaty
negotiations. See Chapter 7.



CHAPTER 2: DIVIDEND EXCLUSION PROTOTYPE

2.A INTRODUCTION AND

OVERVIEW OF PROTOTYPE

The dividend exclusion prototype set forth in
this chapter would, with few changes in current
law, implement many of this Report’s key policy
recommendations.! The principal advantage of
the dividend exclusion prototype is its simplicity
and relative ease of implementation. We consid-
ered an imputation credit prototype that would
achieve results similar to the dividend exclusion
prototype but at the cost of additional complexity,
including an entirely new regime for taxing
corporate distributions. Although we do not
recommend an imputation credit system, such a
system is described in Chapter 11 because it
provides useful background for understanding the
dividend exclusion prototype. A summary of the
prototype follows.

Mechanics. Under the dividend exclusion
prototype, corporations would continue to calcu-
late their income under current law rules and pay
tax at a 34 percent rate.> Shareholders receiving
corporate distributions treated as dividends under
current law, however, generally would exclude
the dividends from gross income. The prototype
requires corporations to keep an Excludable
Distributions Account (EDA) to measure the
amount of dividends that can be excluded by
shareholders—essentially an amount on which
corporate taxes have been paid. Thus, the divi-
dend exclusion prototype would apply the corpo-
rate tax rate of 34 percent to both distributed and
retained income but would eliminate the share-
holder level tax on dividends paid from fully-
taxed corporate income.? All other distributions,
e.g., interest and returns of capital, would be
taxed in the same manner as under current law.

Tax-Exempt Sharecholders. The dividend
exclusion prototype would automatically retain the
current level of taxation of corporate income
earned on equity capital supplied by tax-exempt
shareholders. Income from equity investments by
tax-exempt organizations would be taxed at the
corporate level under the current corporate tax
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rules but, when distributed, would be exempt
from tax at the shareholder level.*

Corporate Shareholders. A corporate share-
holder would exclude from income excludable
dividends received and would add the amount of
such dividends to its EDA. The prototype retains
the current dividends received deduction for
taxable dividends.

Tax Preferences. The prototype retains the
corporate tax preferences available under current
law and the corporate alternative minimum tax.
To avoid extending corporate tax preferences to
shareholders, the prototype permits shareholders
to exclude only those dividends deemed made ocut
of income that has been taxed fully at the corpo-
rate level. Thus, corporate dividends paid to
shareholders out of preference income would
continue to be taxable as under current law.
Mechanically, this is accomplished once the
corporation’s supply of fully-taxed income (as
reflected in the EDA) is exhausted, by making
additional dividends taxable to shareholders.’ See
Section 2.B. As under current law, preference
income distributed to tax-exempt shareholders
would escape taxation at both the corporate and
shareholder levels.

Foreign Source Income. The prototype retains
the current foreign tax credit system, including
the corporate level indirect foreign tax credit for
taxes paid by foreign subsidiaries. The prototype,
however, does not treat foreign taxes the same as
U.S. taxes in determining the EDA, with the
consequence that, as under current law, distribu-
tions of foreign earnings that have been shielded
by the foreign tax credit at the corporate level are
taxable to shareholders when distributed.®

Foreign Sharcholders. The prototype retains
the current 30 percent statutory withholding tax
on dividends. In addition, it retains the branch
profits tax on earnings considered repatriated from
U.S. branches of foreign corporations. Thus, as
under current law, inbound investment is subject
to two levels of U.S. tax, with reductions in the
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rate of withholding tax negotiated through tax
treaties.’

Capital Gains and Share Repurchases. Chap-
ter 8 discusses the treatment of capital gains on

sales of corporate stock and the treatment of share
repurchases.

Structural Issues. The dividend exclusion
prototype does not require any major changes to
current rules concerning the tax treatment of
corporate acquisitions. Adopting the prototype
does, however, require consideration of rules for
the carryover or separation of corporation EDA
balances in liquidations and tax-free corporate
reorganizations.

Impact on Tax Distortions. Table 2.1 illus-
trates the impact of the dividend exclusion proto-
type on the three distortions integration seeks to
address: the current law biases in favor of corpo-
rate debt over equity finance, corporate retentions
over distributions, and the noncorporate over the
corporate form. The only difference between the
current law treatment of nonpreference, U.S.
source business income and its treatment under
the dividend exclusion prototype is the taxation of
corporate equity income distributed to individuals.
Since exclusion of dividends by individuals would
remove the individual level tax, the total tax rate
on distributed earnings would be reduced to the
corporate rate (t,, generally 34 percent), except
for the influence of investor level taxes on foreign
investors. This reduction would narrow (but not
eliminate) the rate differential between distributed
corporate and noncorporate equity income and
between corporate equity income and interest.
These reductions in differentials would help
reduce the debt-over-corporate-equity-finance and
noncorporate-over-corporate form distortions. The
tax rate on undistributed corporate equity income
would now be higher for individuals than the rate
on distributed corporate equity income, so the tax
bias against corporate distributions would likely
be reversed, in the absence of a DRIP. See
Chapter 9. For tax-exempt and foreign investors,
there would be no change in the tax treatment of
nonpreference, U.S. source business income. (The

tax bias against distributed earnings thus would
remain for foreign investors.)?

2.B THE NEED FOR A
LIMITATION ON
EXCLUDABLE DIVIDENDS

In General

An exclusion from shareholder level tax for all
dividends received not only would eliminate the

Table 2.1
Total U.S. Tax Rate on a Dollar of
NonPreference, U.S. Source Income from a
U.S. Business Under Current Law and the
Dividend Exclusion Prototype

Dividend
Exclusion

Current Law Prototype

I. Individual Investor is Income Recipient
Corporate Equity:

Type of Income

Distributed t.+ (11—t t,
Undistributed t+ (11—t t+(1-t)t,
Noncorporate Equity t t
Interest t t;
Rents and Royalties t t
II. Tax Exempt Entity is Income Recipient
Corporate Equity:
Distributed t, t,
Undistributed t, t,
Noncorporate Equity t, t,
Interest 0
Rents and Royalties 0 0
III. Foreign Investor is Income Recipient
Corporate Equity:
Distributed t+(I—ttyp  t+1—ttup
Undistributed t. t,
Noncorporate Equity tw twn
Interest twr twr
Rents and Royalties twr twr

Department of the Treasury
Office of Tax Policy

t. = U.S. corporate income tax rate.

t, = U.S. individual income tax rate.

t, = U.S. effective individual tax rate on capital gains.

twps twns twr twr = U.S. withholding rates on payments
to foreigners of dividends, noncorporate equity
income, business interest, and rents and royalties,
respectively. Generally varies by recipient, type of
income, and eligibility for treaty benefits and may be
Zero.



double tax on distributed corporate income, but
also would eliminate the current shareholder level
tax that serves as the only U.S. tax on distributed
income that has been sheltered from corporate
level tax by preferences and on distributed foreign
source income that has borne only foreign taxes.
To prevent the dividend exclusion system from
extending preferences to shareholders and to
ensure that foreign source income that has not
borne U.S. tax at the corporate level is subject to
tax at the shareholder level when distributed, the
dividend exclusion prototype limits the amount of
dividends that can be excluded at the corporate
level to an amount that has been subject to U.S.
tax at the corporate level. Thus, as under current
law, corporate preference income would generally
remain free of tax until distributed and, when
distributed, would be taxed at shareholder rates.
Foreign source income sheltered by foreign tax
credits at the corporate level also would continue
to be taxed when distributed to shareholders. See
Chapters 5 and 7.

The prototype treats dividends as made first
from a corporation’s fully-taxed income, rather
than from preference or foreign source income.
Stacking dividends first against fully-taxed income
should permit many corporations to continue their
current dividend policy while paying excludable
dividends. Even corporations with substantial
preference or foreign source income can continue
to pay dividends without incurring any additional
corporate level tax, although the dividends would
be taxable at the shareholder level. We consid-
ered, but rejected, the alternative of imposing a
nonrefundable "compensatory tax" at the corpo-
rate level on distributions of preference or foreign
source income.’ See Chapter 5. A nonrefundable
compensatory tax not only reduces cash available
to pay dividends but also increases the total tax
burden on dividends paid to tax-exempt and
foreign shareholders as well as to any shareholder
taxed at less than a 34 percent rate; on the other
hand, imposition of such a tax would permit
uniform dividend exclusion. On balance, concern
that a compensatory tax would distort the dividend
decisions of corporations, particularly those with
large numbers of tax-exempt or foreign share-
holders, by requiring them to pay an extra tax to
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maintain their current dividend policy, led us to
the alternative described here. Section 11.B
discusses a compensatory tax in more detail.

The prototype retains the corporate alternative
minimum tax (AMT), which functions, as under
current law, to curb the excessive use of tax
preferences at the corporate level. The prototype
treats AMT as taxes paid for purposes of deter-
mining the corporation’s supply of fully-taxed
income, but effectively converts income taxed at
the 20 percent corporate AMT rate to a smaller
ammllglt of income taxed at the regular 34 percent
rate.

Identifying Distributed Preference
Income: the EDA

To determine whether dividends are paid out
of fully-taxed income or preference income, the
prototype requires corporations to maintain an
Excludable Distributions Account (EDA).
Amounts included in the EDA are considered
"fully-taxed income." Dividends paid are stacked
first against fully-taxed income.

As a mechanical matter, the EDA measures a
corporation’s supply of fully-taxed income based
on the taxes actually paid by the corporation. The
corporation simply tracks actual corporate taxes
paid and then converts that amount into an equiva-
lent amount of after-tax income taxed at a 34
percent rate, using the following formula:

Annual additions to EDA =

[U.S. tax paid for taxable year

33 ~U.S. tax paid for taxable year]

+ excludable dividends received

Thus, for each $34 of taxes paid (whether regular
corporate tax or AMT), the corporation may pay
$66 of excludable dividends, i.e., each $1 of
corporate taxes paid supports $1.94 of excludable
dividends or each dollar of excludable dividends
must be supported by at least $0.52 of corporate
taxes paid.!! The effect of calculating additions
to the EDA at 34 percent is to ensure that distrib-
uted income has been taxed at the full corporate
rate, even though, if taxable to shareholders, the
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dividend would be taxed, at most, at the 31
percent maximum individual rate.

The EDA increases when a corporation pays
taxes (including estimated taxes) or, as described
under "Corporate Shareholders" below, receives
an excludable dividend from another corporation.
The EDA decreases when a corporation pays a
dividend or receives a refund of taxes paid.
Dividends paid when the EDA has been reduced
to zero are treated as paid from preference income
and are fully includable in shareholder’s income.

Example. A corporation with a zero initial EDA
balance earns $75 of taxable income and $25 of
exempt income. The corporation pays $25.50 of
corporate tax and has $74.50 available for distribu-
tion to shareholders. The $25.50 of tax supports
the addition of $49.50 to the corporation’s EDA
($25.50/.34—$25.50). If the corporation actually
distributes $74.50, only $49.50 of the dividend is
excludable, because the EDA balance is $49.50.
The remaining $25 represents a distribution of
preference income that is fully subject to tax at the
shareholder level.

The prototype requires corporations to report
annually to shareholders and the IRS the exclud-
able and taxable portions of dividends. In the
preceding example, the corporation would report
the first $49.50 distributed as an excludable
dividend and the next $25 distributed as a taxable
dividend. Shareholders would include taxable
dividends in income as under current law. Corpo-
rations also would report to the IRS annually the
adjustments to and balance in the EDA.

Adjustments to a corporation’s tax liability for
a prior year are reflected as adjustments to the
corporation’s EDA in the current year. Making
audit adjustments to the EDA in the current year
avoids the problem of recharacterizing dividends
paid in prior years.'? An increase in a prior
year’s tax liability increases the EDA in the year
the adjustment is made and the additional tax is
paid, and a decrease in a prior year’s tax liability,
e.g., through carryback of a net operating loss,
gives rise to a refund and requires a correspond-
ing reduction in the EDA in the year the refund is
received. Refunds would be limited to the balance

in the corporation’s EDA."* Refunds in excess of
the EDA balance would be carried forward to be
applied against future corporate taxes. Similarly,
an NOL carryback would not be permitted to
reduce the EDA below zero; losses in excess of
this amount would be carried forward.'

Corporate Shareholders

Current law limits the imposition of multiple
levels of corporate taxation by permitting corpo-
rate shareholders to deduct some or all of their
dividends received from domestic corporations,
depending on the degree of affiliation with the
distributing corporation.

Under the prototype, distributions from an
EDA are excludable from the income of any
shareholder, including a corporate shareholder.
The recipient corporation adds the amount of
excludable dividends it receives to its EDA. This
prevents the imposition of a second level of tax
when excludable dividends are redistributed to the
shareholders of the recipient corporation.

The prototype retains current law for taxable
dividends (dividends in excess of the distributing
corporation’s EDA) received by corporations.
Thus, taxable dividends received from a U.S.
corporation (and a portion of dividends from
certain foreign corporations engaged in business
in the United States) would entitle the recipient to
a dividends received deduction (DRD). A recipi-
ent corporation allowed only a 70 or 80 percent
DRD would pay tax on the remainder of the
dividend. Any taxes paid on the dividend would
be added to the EDA, determined in accordance
with the general formula for computing additions
to the EDA set forth above. To the extent the
recipient corporation qualifies for the DRD, the
prototype defers the investor level tax on prefer-
ence income until it is ultimately distributed to
individual shareholders."

Anti-abuse Rules

We have considered whether special rules are
necessary to limit a corporation’s ability to target
(or "stream") excludable dividends to taxable



shareholders and otherwise taxable dividends to
tax-exempt shareholders. Streaming undercuts the
prototype’s preservation of the current level of
taxation of corporate equity income paid to tax-
exempt and foreign sharcholders by denying
refunds of corporate taxes paid. On the other
hand, tax-exempt and foreign investors may enter
into a variety of ordinary business structures that
enable them to receive income not taxed at the
corporate level, e.g., by holding debt instead of
equity.'® These arrangements are permitted un-
der current law, and they are not limited under
the prototype. The ability to arrange a capital
structure to minimize taxes emphasizes the point
that eliminating the double tax on dividends will
not, by itself, eliminate the tax system’s current
bias in favor of debt financing. A more compre-
hensive approach such as CBIT (described in
Chapter 4) is required to address this systemic
bias.

In the dividend exclusion prototype, concerns
about streaming are balanced against the cost of
complexity by restricting only a limited class of
streaming transactions. In the prototype, current
law rules that apply in analogous situations are
extended.!” First, the prototype adopts a 45 day
holding period requirement for dividends to be
excludable to prevent tax-exempt shareholders
from routinely selling stock to taxable sharehold-
ers just before payment of an excludable dividend
and then repurchasing the stock.!® Second, de-
pending on the treatment of capital gains, the
prototype could extend application of the extraor-
dinary dividend rules of IRC § 1059 to excludable
dividends in order to prevent taxable shareholders
from “stripping” excludable dividends.” The
existing rules of IRC § 305 also may be useful in
preventing other kinds of streaming.?

Rules like those of IRC §§ 382 through 384,
which limit the use of net operating losses and
other corporate attributes after a change in owner-
ship, are not included in the prototype. An EDA
balance represents fully-taxed corporate income,
and, in general, integration should prevent that
income from being taxed again at the shareholder
level. The issue is difficult, however, because
allowing unlimited use of EDA balances may
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permit an acquiror to use a target’s EDA balance
to defer or eliminate tax on the acquiror’s prefer-
ence income.?! On balance, we decided that
extending the rules would create considerable
complexity and may not provide any substantial
benefit in addition to the rules discussed above.?
If significant evidence of abuse develops, owner-
ship change limitation rules could be adopted at
that time.”

Policymakers may wish to consider whether
interest expense paid on debt incurred to purchase
corporate stock should be disallowed under rules
like those of IRC § 265(a). In a dividend exclu-
sion system, corporate earnings generally bear
only one level of tax. See the example in Sec-
tion 4.G.* While the potential for rate arbitrage
exists under current law, it may be less of a
problem where only one of two levels of tax is
eliminated. The issue is a difficult one, however,
because disallowing an interest deduction for
interest paid to a taxable lender will result in the
imposition of two levels of tax. Moreover, in
CBIT, we recommend extending the interest
disallowance rules with respect to CBIT debt and
equity. See Section 4.G. There may be less
pressure to adopt the same rule in the dividend
exclusion prototype, however, because it does not
equate the treatment of debt and equity.?

2.C FOREIGN SOURCE INCOME

Under the prototype, U.S. individual share-
holders would continue to include in income
dividends received from foreign corporations and
to claim a foreign tax credit for any foreign
withholding taxes imposed on the dividend.
Similarly, U.S. corporate shareholders owning
less than 10 percent of a foreign corporation’s
voting stock (the threshold requirement for the
U.S. corporation being eligible to claim an indi-
rect foreign tax credit under IRC § 902) would
include in income dividends from the foreign
corporation and would claim a foreign tax credit
for foreign withholding taxes. The corporate
shareholder would not add any amount to its EDA
to reflect foreign income taxes paid by the foreign
corporation or foreign withholding taxes on
dividends.
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U.S. corporate shareholders owning at least 10
percent of a foreign corporation’s voting stock
would continue to include in income dividends
from the foreign corporation and to claim both a
direct credit for foreign withholding taxes and an
indirect foreign tax credit with respect to such
dividends under the rules of IRC § 902 of current
law, subject to the foreign tax credit limitation in
IRC § 904. Under these provisions, the corporate
shareholder receives a credit, subject to certain
limitations, for foreign income taxes paid by the
foreign corporation with respect to earnings out of
which the dividends are paid. A U.S. corporation
would increase its EDA only by an amount that
reflects the residual U.S. tax (if any) imposed on
the dividend income. Thus, absent any residual
U.S. tax (and any EDA balance attributable to
U.S. tax on U.S. source income), distributions
out of foreign source income taxed abroad, in
effect, would be taxed at the shareholder level as
under present law.

U.S. corporations with foreign branch opera-
tions, or which receive interest, rents, royalties,
or other income from foreign sources, would
continue to be subject to current U.S. tax on their
foreign source income with a credit under IRC §
901 for foreign income taxes. As with earnings of
foreign subsidiaries, the U.S. corporation would
increase its EDA only to reflect the amount of
any residual U.S. tax imposed on the foreign
source income.

Although we do not recommend a statutory
rule permitting additions to an EDA based on
payment of foreign taxes, consideration might be
given to granting authority to enter into tax
treaties that treat foreign taxes like U.S. taxes,
where reciprocity exists.?® Treating foreign taxes
like U.S. taxes would allow a U.S. corporation
doing business in a treaty jurisdiction to pay
excludable dividends to its U.S. shareholders even
if its income was entirely shielded from U.S. tax
by foreign tax credits.?”

2.0 LOW-BRACKET
SHAREHOLDERS

Taxing corporate income at a uniform rate at
the corporate level significantly reduces the
complexity of the dividend exclusion (and CBIT)
prototypes and reduces the burdens of transition to
a new system because refund and credit provisions
are not required to deal with "overcollections" of
tax from individual taxpayers with marginal rates
lower than the 34 percent corporate rate. While
this simplification concern has been a major factor
in our decision to recommend a schedular system,
inspection of the available data also suggests that
the adoption of a schedular system will not result
in significantly higher taxation of corporate
income than the use of individual rates for most
taxable shareholders. The data indicate that
approximately two-thirds of corporate dividends
paid to taxable individual shareholders, i.e.,
shareholders who are U.S. citizens or residents,
are paid to individuals with average marginal tax
rates of more than 25 percent.

It might at first appear that corporate income
distributed to individuals with average marginal
tax rates of less than 25 percent should be taxed
at a lower rate, because a lower marginal rate
indicates a lower income and, inferentially, less
ability to pay. On the other hand, low-bracket
shareholders who receive dividends clearly own
some property, i.e., stock, and it is not clear
whether their low taxable incomes accurately
reflect their ability to pay.?® Accordingly, the
dividend exclusion and CBIT prototypes do not
contain provisions reducing the rate of tax collect-
ed on corporate income distributed to low-bracket
shareholders.

If policymakers desired to tax distributed
corporate income at shareholder rates, a dividend
exclusion system could allow a tax credit that
would refund all or part of the excess tax collect-
ed at the corporate level. To refund fully the



difference between 34 percent and the shareholder
rate, the amount of the tax credit would equal (1)
the amount of the dividend received, grossed up
at the 34 percent rate, multiplied by (2) the
difference between 34 percent and the share-
holder’s marginal tax rate. Each shareholder
would calculate his own credit based on a formula
(or a set of tables) and his marginal tax rate.?

Example. A corporation earns $100, pays tax of
$34, and distributes $66 to a shareholder in the 15
percent marginal tax bracket. The shareholder
would owe no tax on the dividend and would be
allowed a tax credit of $19 (($66/.66) X (.34 —.15)),
which could be used to offset other income.

Such credits would be allowed only for
excludable dividends.*® Allowing a shareholder
tax credit for taxable dividends (dividends consid-
ered made out of preference income) would
confer a shareholder level benefit for corporate
level tax that had not been paid.

2.E INDIVIDUAL ALTERNATIVE
MINIMUM TAX

Historically, individuals have been subject to
a minimum tax to ensure that at least a small
amount of tax is paid on an individual’s economic
income and to respond to public perceptions that
permitting high-income individuals to pay little or
no income tax undermines the fairness of the tax
system. The exclusion for dividends described
here might result in some high-income individuals
paying little or no tax at the individual level, thus
raising issues of public perception. The EDA,
however, operates to ensure that any dividends
excludable from an individual’s gross income
have already been subject to one level of tax at
the corporate level. The investor’s income tax has
been prepaid at the corporate level at the 34
percent corporate rate, which exceeds the top
individual rate. Including excludable dividends in
the individual AMT would serve only to re-
institute a double tax on dividends and would
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undermine to some extent the basic goals of this
system of integration.

2.F STRUCTURAL ISSUES

This section discusses several areas of current
law that should be modified to reflect adoption of
the dividend exclusion prototype. This section
does not provide a comprehensive analysis of the
technical changes required but instead raises
issues for further development.

Corporate Acquisitions

The dividend exclusion prototype retains the
basic rules governing the treatment of taxable and
tax-free corporate asset and stock acquisitions.
The prototype permits taxable asset acquisitions to
be made with only a single level of tax. Corporate
tax paid on gain recognized on the sale of assets
would be treated like any other corporate level tax
payment and would support a corresponding
addition to the EDA, thus generally allowing a
tax-free distribution of proceeds to shareholders
when the corporation liquidates. Upon liquidation,
shareholders would, as under current law, gener-
ally recognize gain to the extent liquidation
proceeds exceed share basis. A shareholder’s gain
would be excludable, however, to the extent of a
proportionate share of the liquidating corpo-
ration’s EDA.* Stock acquisitions may face a
higher tax burden than asset acquisitions if capital
gains on corporate stock that are attributable to
retained earnings are taxed in full at shareholder
rates. See Chapter 8.

The prototype retains current law rules that
treat a qualifying corporate reorganization as tax-
free at the corporate level (with the target’s tax
attributes, including its asset bases, carrying over
to the acquiror) and at the shareholder level.*
Additional rules would be needed to coordinate
the reorganization provisions with the dividend
exclusion prototype. For example, the EDA of a
corporation acquired in a reorganization should
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generally carry over to its successor. In a divisive
reorganization, the EDA should be divided pro-
portionately between the corporations. *

Earnings and Profits

The prototype retains the current law rules
that treat a distribution as a dividend only to the
extent of current and accumulated earnings and
profits.** Distributions that exceed earnings and
profits are treated as a return of capital to the
extent of a shareholder’s basis and then as gain on
the disposition of the stock.*® Under the
prototype, only a distribution that is made out of
the corporation’s EDA is eligible for exclusion at
the shareholder level. If a distribution is made
when a corporation has no EDA balance but has
earnings and profits, it is a taxable dividend; if
the corporation has no earnings and profits, the
distribution is treated as a return of capital to the
extent of the shareholder’s basis and then as gain.

Some commentators have argued that the
earnings and profits rules should be eliminated
under current law, essentially arguing that the
complexity of the earnings and profits rules
outweigh any benefits that may result.*® In
general, at least two alternatives to the earnings
and profits rules are possible. All nonliquidating
distributions to shareholders could be treated as
dividends, except where a distribution results in a
reduction in capital (stated or surplus) for
corporatc law purposes. Alternatively, all
nonliquidating distributions to shareholders could
be treated as dividends, subject generally to
current rules allowing basis recovery with respect
to transactions where a shareholder’s interest in
the corporation is reduced or terminated.

Under the dividend exclusion prototype, as
under current law, replacing the earnings and
profits rules with either of the alternative rules
would simplify the determination of whether a
corporate distribution is a dividend for tax
purposes.’” However, although the simplification
benefits of eliminating the earnings and profits
rules are important, we conclude that adoption of
the dividend exclusion prototype, by itself, neither

compels the elimination of the rules nor demands
their retention.*® Thus, under the dividend exclu-
sion prototype, earnings and profits would contin-
ue to provide a rough measure of whether, for
purposes of determining the shareholder level tax,
a distribution represents income from, or a return
of, a shareholder’s investment.*

Dividend Reinvestment Plans (DRIPs)

Distributed earnings are subject to only one
level of tax under the dividend exclusion proto-
type, but retained earnings may be subject to a
greater tax burden to the extent that they increase
the value of stock and are taxed as capital gains.
See Chapter 8. A dividend reinvestment plan, or
DRIP, is one way for corporations to extend the
benefits of integration to retained earnings. In a
dividend exclusion system, a DRIP would allow
a corporation to treat its sharcholders as if they
had received an excludable cash dividend and had
reinvested it in the corporation. The shareholder’s
basis would be increased to reflect the amount of
the deemed dividend, ensuring that the sharehold-
er would not be taxed on appreciation due to re-
tained fully-taxed earnings when the stock is sold.

Example. A corporation earns $100, pays $34 in
tax, and adds $66 to its EDA. The corporation
declares a deemed dividend of $66 and reduces the
EDA by $66, and the shareholders increase their
share basis by $66.

Chapter 9 discusses DRIPs.

2.G PENSION FUNDS

Under current law, contributions to qualified
pension plans are generally deductible by the
employer and are not currently includable by the
employee. The employee is generally taxed only
when distributions of benefits are made. The
deduction provided to the employer combined
with the deferral of income to the employee until
benefits are paid effectively exempts the invest-
ment earnings on the contribution from tax.*
Thus, pension fund income from investments in
stock bear only one level of tax—the corporate
tax paid by the corporation.



The dividend exclusion prototype does not
change this treatment. Under the prototype, most
dividends are excludable by shareholders. Thus,
if dividends were received directly by plan benefi-
ciaries, they would be tax-free. The earnings of
pension plans would be taxed when distributed,
however, even if the distributions were attribut-
able to excludable dividends received by the plan
on its investments. Just as under current law,
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however, the combination of the employer’s
deduction for contributions and the deferral of the
beneficiary tax until earnings are distributed
ensures that earnings on pension fund investments
in stock are taxed only once. Although retaining
the current treatment of pension funds in a divi-
dend exclusion system perpetuates some bias
against investments in stock by pension plans, the
disincentive is no greater than under current law.



CHAPTER 3: SHAREHOLDER ALLOCATION PROTOTYPE

3.A INTRODUCTION

The dividend exclusion prototype and other
distribution-related systems of integration provide
relief from double taxation only for distributed
income. As a consequence, they may create an
incentive for corporations to distribute, rather
than retain, earnings at least to the extent that
fully-taxed income can be distributed to taxable
shareholders.! In contrast, the shareholder alloca-
tion prototype would extend integration to retained
earnings by allocating a corporation’s income
among its shareholders as the income is earned.
Shareholders would include allocated amounts in
income, with a credit for corporate taxes paid,
and would increase the basis in their shares by the
amount of income allocated, less the amount of
the credit. Distributions would be treated as a
return of capital to the extent of a shareholder’s
basis and, thereafter, as a capital gain.>

Thus, the shareholder allocation prototype
treats retained and distributed earnings equally. We
do not favor adopting the shareholder allocation
prototype, however, because of the policy results
and administrative complexities it produces. As
examples of policy problems, if it is to retain
parity between retained and distributed earnings,
the shareholder allocation prototype must extend
tax preferences to shareholders and exempt from
U.S. tax foreign source income that has borne no
U.S. tax. While the shareholder allocation proto-
type reduces (but does not eliminate) current
law’s bias in favor of debt financing, the same is
true of the dividend exclusion prototype, which is
a simpler regime.? Administratively, shareholder
allocation integration would require corporations
and shareholders to amend governing instruments
for outstanding corporate stock to provide for
income allocations, would require corporations to
maintain capital accounts similar to those used
under the partnership rules, and could create
significant reporting difficulties for shareholders
who sell stock during a year and for corporations
that own stock.
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We nevertheless discuss the shareholder
allocation prototype in some detail because it is
the integration system advanced by advocates of
traditional full integration proposals, which gener-
ally would treat a corporation as a conduit and
allocate income to shareholders as earned. This
chapter shows how a passthrough model of inte-
gration might be modified to conform as closely
as possible with our policy recommendations and
identifies some of the most difficult administrative
issues.*

In contrast to a pure passthrough model of
integration, the shareholder allocation prototype
(1) does not pass through losses to shareholders,
(2) retains the corporate level tax, which would
assume a function similar to a withholding of
shareholder level tax, (3) requires corporations to
report to shareholders only an aggregate income
amount, rather than separately report all items,
and (4) does not extend integration benefits to tax-
exempt shareholders or to foreign shareholders
except by treaty.

3.B  OVERVIEW OF THE
SHAREHOLDER
ALLOCATION PROTOTYPE

The shareholder allocation prototype continues
to treat the corporation as a separate entity for
many reporting and auditing purposes. All tax
items, including different types of income, deduc-
tions, losses and credits, are aggregated at the
corporate level rather than being passed through
to shareholders. To enhance compliance and
mitigate shareholder cash flow problems, the
prototype requires the corporation to pay income
taxes at regular corporate rates as under current
law. The corporation allocates its taxable income,
as reported for regular tax purposes, among its
shareholders. The shareholders include the allocat-
ed amounts in income and credit corporate taxes
paid and corporate tax credits claimed (including
the foreign tax credit and other corporate tax
credits) against their tax liability. Shareholders
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with marginal tax rates less than the corporate
rate may use excess credits to offset tax liability
on other income but may not obtain refund of the
credit.

Example. A corporation has $100 of taxable
income and owes $31 of corporate level tax.® The
corporation also is entitled to a tax credit (e.g., a
low-income housing credit) of $5. Thus, the corpo-
ration pays $26 in tax. The corporation allocates
$100 of taxable income among its shareholders,
together with $31 of tax credits ($26 tax actually
paid plus $5 tax credit).$

Shareholders would increase share basis by (1)
the amount of taxable income allocated to them,
after subtracting corporate taxes paid (including
corporate tax credits),” and (2) tax-exempt in-
come. See Section 3.E. Thus, in the examples
noted above, the shareholders’ collective basis
increases by $69. Share basis would decrease by
the amount of distributions. Distributions to
shareholders are treated as a nontaxable return of
capital to the extent of a shareholder’s basis in his
stock. Distributions in excess of basis would be
treated as gain recognized on the sale of the
stock, which would generally be capital gain.®

Corporate losses and excess corporate tax
credits would not flow through to shareholders but
could be carried forward at the corporate level.
Losses or excess tax credits could not be carried
back to claim a refund of corporate tax, because
that tax would already have been made available
to offset shareholder tax on allocated income.’
Current law limitations on the use and transfer of
corporate losses and other tax attributes would
continue to apply at the entity level.

Mechanics. Corporations would allocate
income and taxes paid to the holder of stock on a
quarterly record date. A corporation with multiple
classes of stock would allocate tax items in accor-
dance with the terms of the stock certificate,
which would designate the share of income to be
allocated to each class of stock. See Section 3.F.
A U.S. corporate shareholder would allocate to its
own shareholders its share of the second
corporation’s taxable income and tax credits.

Intercorporate holdings may create difficult
reporting issues. See Section 3.H.

The mechanics of shareholder allocation
integration can be illustrated with a simple
example.

Example. A corporation has three classes of com-
mon stock, the terms of which provide for the
allocation of 30 percent of corporate income to
Class A, 20 percent to Class B, and 50 percent to
Class C. The corporation has taxable income of
$100, pays $31 in corporate tax and pays a $10
dividend with respect to Class C stock. The share-
holder integration prototype allocates the income
and the credit to each class of stock based on the
respective percentages (so, for example, Class C
would be allocated income of $50 and credits of
$15.50). Within each class of stock, each share
receives a pro rata amount.!® Holders of Class A
stock would collectively increase their basis by
$20.70 (.30X%($100—$31)), holders of Class B
stock would increase their basis by $13.80 (0.20 X
($100—$31)), and holders of Class C stock would
collectively increase their basis by $24.50 (.5X%
(3100-$31)—-$10).

Tax-Exempt Shareholders. To preserve one
level of tax on corporate income allocable to tax-
exempt shareholders, credits for corporate tax
would not be refundable to tax-exempt share-
holders. See Section 3.1.

Tax Preferences. The shareholder allocation
prototype would generally extend corporate level
tax preferences to shareholders. See Section 3.E.

Foreign Source Income and Foreign Share-
holders. A U.S. corporation would pay corporate
tax on its worldwide income and, where permitted
under current law, could claim a foreign tax
credit for foreign taxes paid directly and by a
foreign subsidiary. The corporation would then
allocate its taxable income to shareholders and the
foreign tax credit would be creditable by share-
holders. Section 3.I discusses the difficulty of
implementing appropriate shareholder level for-
eign tax credit limitation rules. Income of a
foreign corporation would be includable in income
of U.S. corporate shareholders only as under



current law, i.e., generally when distributed. The
shareholder allocation prototype does not permit
foreign shareholders, except pursuant to tax
treaties, to claim a refund of the corporate tax or
to use the credit for corporate tax to offset the 30
percent (or lower) withholding tax levied on
dividends (which would continue to apply). Such
treaty benefits should be provided only in return
for reciprocal benefits.

Capital Gains and Share Repurchases. Chap-
ter 8 discusses the treatment of capital gains on

sales of corporate stock and the treatment of share
repurchases.

Structural Issues. Section 3.G discusses the
problems of midyear sales of stock, and Sec-
tion 3.H discusses the reporting difficulties that
arise in the case of intercorporate stock owner-
ship. We do not discuss further the treatment of
corporate taxable and tax-free acquisitions under
the shareholder allocation prototype.

Impact on Tax Distortions. Table 3.1 illus-
trates the impact of the shareholder allocation
prototype on the three distortions integration seeks
to address: the current law biases in favor of
corporate debt over equity finance, corporate
retentions over distributions, and the noncorporate
over the corporate form. For nonpreference, U.S.
source income received by individuals, the share-
holder allocation prototype is fully successful. All
forms of income are taxed at the individual rate
(t, which can range from zero to 31 percent).
Equalization of the tax rate across all sources of
income for individuals means that shareholder
allocation reduces all three current law distor-
tions. For tax-exempt and foreign investors,
however, the shareholder allocation prototype
makes no change in the current taxation of non-
preference, U.S. source income.

3.C CORPORATE LEVEL
PAYMENT OF TAX

In theory, corporate level payment of tax is
not an essential feature of shareholder allocation
integration.!! Shareholders could have the sole
responsibility for payment of taxes on corporate
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level earnings, including retained earnings. Under
such a system, corporations would report income
to shareholders, who would include their allocable
share of corporate income with other income on
their returns and pay tax on their total income.
Partnerships and S corporations follow this ap-
proach under current law. However, because tax
is more likely to be collected if paid at the corpo-
rate level, the shareholder allocation prototype
retains the current system requiring payment at
the corporate level and then allocates to share-
holders the corporation’s taxable income and taxes
paid.

Table 3.1
Total U.S. Tax Rate on a Dollar of
NonPreference, U.S. Source Income from a
U.S. Business Under Current Law and the
Shareholder Allocation Prototype

Shareholder
Allocation

Type of Income Current Law Integration
1. Individual Investor is Income Recipient
Corporate Equity:

Distributed t.+(1—t) t

Undistributed tH(1—tt, t
Noncorporate Equity t t;
Interest t t
Rents and Royalties t t
II. Tax Exempt Entity is Income Recipient
Corporate Equity:

Distributed t. t,

Undistributed t, t,
Noncorporate Equity t, t,
Interest 0
Rents and Royalties 0 0
II1. Foreign Investor is Income Recipient
Corporate Equity:

Distributed t.+ (1 —ttyp t.+ (1 —tJtup

Undistributed t. t.
Noncorporate Equity tw twrr
Interest tw tw:
Rents and Royalties twr twr

Department of the Treasury
Office of Tax Policy

. = U.S. corporate income tax rate.

t, = U.S. individual income tax rate.

t, = U.S. effective individual tax rate on capital gains.

twps twns twi> twr = U.S. withholding rates on payments to
foreigners of dividends, noncorporate equity income,
business interest, and rents and royalties, respectively.
Generally varies by recipient, type of income, and
eligibility for treaty benefits and may be zero.
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In addition to increasing compliance, retaining
corporate level payment of tax provides a mecha-
nism for imposing tax on corporate income alloca-
ble to tax-exempt and foreign shareholders.
Denying refundability of credits for corporate
level tax to tax-exempt shareholders, in effect,
preserves current law, which taxes corporate
equity income allocable to tax-exempt sharehold-
ers at the corporate level. Nonrefundability of
credits also preserves current law for foreign
shareholders. See Section 3.1.

3.0 PASSTHROUGH OF
CORPORATE LOSSES TO
SHAREHOLDERS

While it would be possible to pass through to
shareholders aggregate net losses incurred at the
corporate level, the prototype does not do so."?
Passthrough of corporate losses would raise a host
of fundamental policy, technical, and administra-
tive issues. For example, one issue is whether, as
for partnerships (but generally not S corpora-
tions), shareholders would be permitted to include
entity level debt in their basis to determine the
extent to which losses could be passed through. A
second issue is whether the current at-risk and
passive activity rules would apply at the share-
holder level to limit the use of losses incurred by
corporations. Failure to apply these rules could
allow taxpayers to use corporations as tax shelters
and to circumvent current restrictions applicable
to partnerships and S corporations. Passthrough of
corporate losses also would create significant
administrative complexity. Even small sharehold-
ers would have to track losses allocated to them,
including losses in excess of basis carried forward
from previous years, and would have to apply the
at-risk rules and the passive activity loss rules.

To avoid the complexity created by applying
additional loss limitations at the shareholder level
and the need for anti-abuse rules, the shareholder
allocation prototype denies passthrough of corpo-
rate losses to shareholders. Instead, corporate
losses may be carried forward and used to offset
corporate income in later years. This allows a
reasonable degree of accuracy in measuring

corporate income over time while minimizing
complexity and opportunities for abuse.

3.E TAX TREATMENT OF
PREFERENCES

Integration generally does not require extend-
ing the benefits of corporate level tax preferences
to shareholders. Extending preferences to share-
holders under integration would increase the value
of corporate preferences relative to current law
and would raise the revenue cost of integration.
See Chapter 5. Accordingly, the dividend exclu-
sion and CBIT prototypes are structured not to
extend preferences to shareholders. See
Section 2.B and Section 4.D.

In contrast, the shareholder allocation proto-
type generally extends preferences to share-
holders. While we considered modifying the
shareholder allocation prototype in order not to
extend preferences to shareholders, we found such
modifications to be difficult and inconsistent with
the passthrough nature of the prototype. Eliminat-
ing preferences by including preference income in
shareholder income as earned would treat corpo-
rate preference income more harshly than under
current law.'* Current law generally taxes corpo-
rate preference income at the shareholder level
only when the income is distributed or stock is
sold. While shareholder allocation could be
modified to tax preference income only when
distributed, doing so would effectively convert
shareholder allocation into distribution-related
integration, for which less cumbersome structures
can be used.™

For these reasons, the shareholder allocation
prototype generally passes through preferences to
shareholders, but that feature is a major reason
we do not favor the adoption of shareholder
allocation. If policymakers were to adopt the
shareholder allocation prototype, serious consider-
ation should be given to restricting the preference
items available to corporations.

The extent to which the shareholder allocation
prototype extends preferences to shareholders



depends on the type of preference. An exclusion
preference, e.g., tax-exempt interest on state and
local bonds, allows a corporation to earn econom-
ic income that is not included in taxable income
and, thus, is not allocated to shareholders. The
prototype provides a shareholder basis increase
for tax-exempt income, similar to the basis in-
crease provided under current partnership rules,
which ensures that such income is not taxed to a
shareholder who sells his stock or receives a
distribution.”® If such a special basis increase
were not provided, then preference income attrib-
utable to an exclusion preference would be taxable
upon distribution or sale of stock.

A credit preference, e.g., the credit for in-
creasing research activities, reduces corporate
level taxes payable. The shareholder allocation
prototype passes through a credit preference to
shareholders (to the extent it is claimed by the
corporation) by treating it as corporate taxes paid,
which are creditable by shareholders. A basis re-
duction for the amounts of taxable income shield-
ed from tax by credit preferences would make
these amounts taxable either upon the sale of
stock or receipt of distributions in excess of basis.

A deferral preference, e.g., accelerated depre-
ciation, initially reduces corporate taxable income
relative to corporate economic income. In later
years, however, as the deferral preference turns
around, the corporation’s taxable income exceeds
its economic income. Thus, because the share-
holder allocation prototype allocates only taxable
income to shareholders, a shareholder who holds
stock throughout the deferral period generally
benefits from a deferral preference to the same
extent as the corporation. As under the partner-
ship rules, however, a shareholder’s basis increas-
es only by the amount of taxable income (and tax-
exempt income) allocated to him. Thus, a share-
holder who sells stock or receives a distribution
from the corporation may realize taxable gain
because the shareholder’s basis does not reflect
the economic income that has been sheltered at
the corporate level by a deferral preference.!s
On the other hand, a distribution that does not
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exceed basis before the deferral preference revers-
es will be treated as a return of basis. In such a
case, the deferral preference will not be taxed to
the shareholder until the stock is sold.

Certain features of shareholder allocation
integration indirectly limit the flowthrough of
preferences. Because the shareholder allocation
prototype does not allow losses to flow through to
shareholders, preferences are not passed through
to the extent they create corporate losses. In
addition, because corporate debt is not included in
shareholder basis and inside basis in assets is not
stepped up to reflect the price paid for corporate
shares, there could be disparities between inside
and outside basis that could limit the benefit to
shareholders of corporate level preferences.

A final issue involving preferences is the
treatment of the corporate alternative minimum
tax (AMT). In general, the corporate AMT would
be retained under integration to limit use of
preferences at the corporate level. Accordingly,
the dividend exclusion prototype and the CBIT
prototype retain the corporate AMT. The share-
holder allocation prototype does not retain the
corporate AMT because we found no simple and
administrable mechanism for doing so in the
context of a passthrough system.

For example, the approach most consistent
with the passthrough nature of the shareholder
allocation prototype would continue to collect
AMT at the corporate level, include corporate
alternative minimum taxable income (AMTI) in
shareholder AMTI, and credit corporate AMT
against an individual’s liability for regular tax and
AMT." This approach would treat the corporate
AMT as equivalent to a mechanism for withhold-
ing sharcholder level AMT.!® However, the
inclusion of corporate AMTI in shareholder
AMTI would increase unacceptably the complexi-
ty of information reporting to shareholders and
the calculation of shareholder tax. We considered
but rejected as unworkable other solutions de-
signed to confine the complexity of the AMT
calculation to the corporate level.”
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3.F ALLOCATING INCOME
AMONG DIFFERENT
CLASSES OF STOCK

Under the shareholder allocation prototype,
once the corporation determines its taxable in-
come and taxes paid, additional rules are needed
to allocate that amount among different classes of
shares. Both S corporations and partnerships must
make such allocations under current law. Howev-
er, neither of these models is appropriate for
shareholder allocation integration. The S corpora-
tion rules, which are designed for corporations
with a single class of stock and a limited number
of shareholders, cannot readily be adapted to
more complex capital structures.” The partner-
ship allocation rules are sufficiently flexible, but
generally are too complex, to apply to widely held
corporations. Therefore, the shareholder alloca-
tion prototype adopts a modified version of the
partnership approach.

Under current law, a partnership may allocate
its income in any manner that has "substantial
economic effect."?! Subject to this limitation, a
partnership has great flexibility to allocate income
and loss or particular items of income or deduc-
tion to particular partners. In general, an alloca-
tion of partnership taxable income or loss can
have substantial economic effect only if such
income or loss is allocated to the partner or
partners that will receive the benefit or bear the
burden of the economic consequences correspond-
ing to the taxable income or loss. The economic
consequences of partnership allocations are re-
flected in capital accounts maintained by the
partnership in accordance with detailed
regulations.?

The shareholder allocation prototype approxi-
mates the basic approach of the partnership
allocation method while reducing its complexity.
It retains the principal economic advantage of the
partnership system by permitting allocations of
income to reflect varying economic rights among
different classes of stock.

Under the shareholder allocation prototype, a
corporation can allocate varying amounts of

income to different classes of stock, in accordance
with the terms of the corporation’s governing
instruments. Within each class of stock, a corpo-
ration allocates every share a pro rata portion of
the income and tax credits allocable to that class.
A corporation could not allocate income separate-
ly from credits for taxes paid. Thus, while the
corporation and shareholders may agree on the
amount of income allocated to each class of stock,
all income allocated carries a proportionate share
of credits for corporate taxes paid. Allowing
corporations to allocate income and credits dis-
proportionately would allow corporations to
allocate credits to taxable shareholders and in-
come without credits to tax-exempt shareholders.

The shareholder allocation prototype simplifies
the partnership model by (1) imputing to share-
holders only a single amount of taxable income,
(2) requiring that tax credits be allocated in
proportion to income, and (3) not allocating
corporate losses to .shareholders. As a conse-
quence, the prototype permits considerable flexi-
bility in corporate capital arrangements but does
not allow corporations to adopt the complex
allocations possible under the partnership rules
(which permit special allocations of items of
income, deduction, and loss).

A substantial disadvantage is that this ap-
proach requires corporations to maintain capital
accounts for each class of shares. Although, as
discussed below, these capital accounts are sim-
pler than the capital accounts required to be
maintained for each partner in a partnership under
the regulations under IRC § 704(b), they still add
complexity to the shareholder allocation system.
Capital accounts are needed, however, to help
ensure that allocations of tax consequences follow
allocations of economic income. As the following
simplified example demonstrates, without tax
rules requiring capital accounts, the corporation
could allocate tax liability without regard to the
economic substance of the capital structure.

Example. Two shareholders each contribute $1,000
to a new corporation. One shareholder has a 15
percent marginal rate and enough other tax liability
to absorb excess credits, and the other has a 31
percent marginal rate. The corporation issues Class



A stock, which is allocated 100 percent of the
corporation’s taxable income, to the low-bracket
shareholder. The corporation issues Class B stock
to the high-bracket shareholder and provides that
no taxable income will be allocated to the Class B
stock. Cash distributions, however, are to be made
pro rata between the Class A stock and the Class B
stock. If these allocations are respected, all the
corporation’s taxable income and credits for corpo-
rate taxes paid will be allocated to the 15 percent
shareholder. The Class A shareholder’s share basis
will increase accordingly, but the Class B share-
holder’s basis will remain $1,000. Thus, when the
corporation is liquidated, the low-bracket share-
holder will realize a loss and the high-bracket
shareholder will realize a gain. In the meantime,
however, the sharcholders have arranged for
substantial deferral of tax by having the corpo-
ration’s income taxed currently at 15 percent
(rather than having half taxed at 15 percent and
half taxed at 31 percent, in accordance with the
economic bargain between the parties).

This strategy would fail if the allocations were
subject to the "substantial economic effect" re-
quirement of IRC § 704(b). The rules under IRC
§ 704(b) would require the allocation of equal
amounts of income to the two shareholders in
order to establish capital accounts that would
permit an equal division of liquidation proceeds.

Thus, some capital account mechanism is
needed in the shareholder allocation prototype.
The remainder of this discussion outlines general-
ly the mechanics of maintaining capital accounts.
Because we do not recommend adoption of share-
holder allocation, however, we have not
developed the additional technical analysis needed
for a workable capital account regime.?

Capital accounts should be easier to maintain
under shareholder allocation than under the
partnership rules because the shareholder alloca-
tion prototype passes through only a single item
(net taxable income) and a proportionate amount
of credits for taxes paid. As a consequence,
capital accounts increase by the amount of income
allocated, net of credits for corporate taxes paid,
and decrease by the amount of distributions.
Further, because each share of stock within a
class of stock receives a pro rata share of the
income and taxes allocated, it is not necessary to
keep detailed capital accounts for each
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shareholder. Instead, capital accounts can be
maintained for each class of stock. Rules also
would be needed to govern the allocation of losses
to capital accounts. Although losses are not passed
through to shareholders, losses reduce corporate
assets available for distribution and should be
reflected in capital accounts. Special allocations of
losses among classes of stock are permitted, if
appropriately reflected in capital accounts. While
special allocations of losses create additional
complexity, relative to a system in which losses
are required to be allocated in proportion to
income allocations, they seem necessary to pre-
serve corporations’ ability to issue preferred
stock.* It may be difficult, however, to fashion
practical rules that allow special allocations of
losses to capital accounts that are liberal enough
to preserve typical corporate capital structures but
are restrictive enough to prevent abuse.

Existing corporations would have to seek
shareholder approval to modify the terms of
outstanding stock to provide for allocations of
corporate income and the maintenance of capital
accounts. This is likely to be a lengthy and
difficult process that would substantially compli-
cate the transition to a shareholder allocation
system of integration. Accordingly, while we do
not recommend shareholder allocation, if it were
adopted, we would recommend a delayed imple-
mentation. See Chapter 10. Additional transitional
rules may be needed to provide relief where a
corporation cannot obtain the necessary
shareholder approvals, for example, because of
state law or contractual supermajority
requirements.

3.G CHANGE OF
STOCK OWNERSHIP
DURING THE YEAR

Allocating both a corporation’s retained and
distributed income to shareholders requires a
mechanism to reflect changes in stock ownership
during the period to which such income relates
and thereby apportion income tax consequences
among the corporation’s various owners. The
current rules are straightforward: corporations pay
dividends to the shareholder who owns the stock
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on the dividend record date and the Code taxes
the person who receives the dividend.

The shareholder allocation prototype requires
that corporate taxable income and corresponding
credits for corporate taxes paid be allocated to
shareholders of record as of the end of each
quarter of the corporation’s taxable year.” Cor-
porations would not close their books and file tax
returns and information returns quarterly, but
rather would close their books at year end and
allocate net income ratably to the record holder of
the stock at the end of the four quarters.?

Closing corporate books at year end and
allocating income pro rata among shareholders of
record unavoidably creates problems in the treat-
ment of shareholders that sell shares before
corporate income and corporate taxes are known
at the end of the year. As long as there is uncer-
tainty concerning a given quarter’s income, the
buyer and seller of stock will not be able to price
the stock accurately.

Example. At the beginning of the year, a corpora-
tion has assets of $100. Shareholder A owns 100
percent of the single class of stock and has a basis
in the stock of $100. The corporation’s taxable
year is the calendar year. On July 1, when the
corporation has earned $25 of taxable income, A
sells all her stock to Shareholder B for $117.25. If
the corporation’s books closed on June 30, it would
pay $7.75 of corporate tax and would allocate $25
of income and $7.75 of tax credits to A. If A has
a marginal tax rate of 31 percent, the taxable
income allocated to her will be exactly offset by
the allocated credits. A’s basis in her stock would
increase to $117.25, and A would report no gain
on the sale. Because the shareholder allocation
prototype does not determine taxable income until
year end, A’s final basis will be determined based
on her pro rata share of the actual earnings and
taxes paid for the year, which will turn on events
subsequent to A’s sale of stock and may differ
from estimated earnings as of the date of sale. For
example, if the corporation’s taxable income for
the full year is $80, A will be allocated $40 of
income and $12.40 of tax credits and her basis will
increase to $127.60. She will report a capital loss
of $10.35.7

Thus, while a shareholder can tentatively
calculate gain on a sale at the time the sale is
made, that estimate may need to be revised based

on more precise or differing information available
only later and may even require the filing of an
amended return.”® The problem of amended
returns may be particularly acute for shareholders
that hold stock in corporations with taxable years
other than the calendar year. The uncertainty of
income allocations may result in some inefficiency
in pricing sales of stock, although sellers of large
blocks of stock may be able to limit uncertainty
by effectively shifting the tax burden through
contractual mechanisms.

This uncertainty could be reduced by requiring
a quarterly closing of corporate books.” We
rejected such a requirement, however, as impos-
ing too great a reporting burden at the corporate
level. Requiring quarterly filings of Form 1120
and quarterly information reports to shareholders
would significantly increase the tax reporting
burden on corporations. Although many large
corporations must file quarterly financial state-
ments (10-Qs) with the Securities and Exchange
Commission (SEC), and most corporations must
make quarterly estimated tax payments, refining
that information to the degree of precision needed
for tax return purposes can be a time-consuming
process. Requiring a true quarterly closing of
books would in effect abandon the taxable year
concept and substitute a "taxable quarter"
regime.*

Some intermediate solution may be possible.
For example, capital gains and extraordinary
dispositions could be allocated to the quarter in
which they occurred. Large corporations might be
required to provide estimates of each quarter’s
income, based on 10-Q filings (if any) and the
kinds of calculations used for estimated taxes.
Shareholders could be permitted to report the
estimated income and tax amounts and make
corrections when final reports were issued after
year end. Such a system would, however, allow
a significant degree of latitude to corporations
unless there were rules governing the quarterly
estimating and annual correction process. Such
rules would likely be complex.

This problem would not exist in a pure pass-
through integration system with no corporate level



tax, no differences in the treatment of capital
gains and losses and ordinary income and full
flow through of corporate losses to sharehold-
ers.’! For the policy reasons stated above, how-
ever, the shareholder allocation system retains the
corporate level tax and does not require a quarter-
ly closing of books. Accordingly, unless a satis-
factory intermediate solution can be devised, the
uncertainty of tax consequences for midyear sales
of stock is unavoidable and is one of the signifi-
cant obstacles to adoption of the shareholder
allocation prototype.

3.H REPORTING AND AUDITING
CONSIDERATIONS

As the preceding discussion makes clear, any
passthrough integration system would increase the
administrative burden on corporations and their
shareholders. Although the sharcholder allocation
prototype includes simplified reporting provisions,
it does require corporations to provide information
reports (not now required) to shareholders show-
ing each shareholder’s portion of corporate tax-
able income and credits for corporate taxes paid
(including other tax credits claimed by the corpo-
ration). The information returns also would have
to provide information on appropriate basis
adjustments. Because basis will increase for tax-
exempt income, the basis adjustment will not
necessarily be the same as the allocated income
less the allocated tax credits. Shareholders, in
turn, must take into account both corporate in-
come and credits for corporate taxes paid in
calculating their own tax liability and will need to
keep detailed records to determine share basis
when stock is sold.

Another administrative problem is the timing
of income reporting. For example, U.S. corpora-
tions cannot report taxable income and corporate
level taxes to shareholders until they receive
reports of the taxable income and credits of other
U.S. corporations in which they own stock. We
have been unable to devise a precise solution for
these timing issues. The taxable years of members
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of a consolidated group or other closely held and
closely affiliated corporations can be conformed
so that income is calculated at the same time. For
corporate portfolio shareholders, however, timing
difficulties may be severe. Before shareholder
allocation could be .implemented, it would be
necessary to design a reporting system capable of
accommodating corporate cross-ownership.*

The shareholder allocation system also re-
quires substantial changes in the way corporations
and shareholders are audited. In theory, under a
shareholder allocation system, any increase or
decrease in tax as a result of an adjustment to a
tax return, resulting from an IRS audit or an
amended return, should be reflected in the tax
liability of the shareholders. The current system
for partnerships carries an adjustment back to the
partners’ taxable year in which the understatement
arose. Thus, if in 1990, it were determined that a
partnership’s income for 1988 had been understat-
ed by $1,000, the increase of $1,000 would be
allocated to those who were partners in 1988.
Extending this regime to corporations under
integration would require the IRS to track and
adjust the returns of shareholders holding stock in
prior years. Furthermore, under such a system an
adjustment in one year may require related
adjustments in other years.

To avoid these problems, the shareholder
allocation integration prototype would treat any
audit or other adjustment to corporate income as
a taxable event in the year of the adjustment.
Under the prototype, it is unnecessary to adjust
returns of prior year sharcholders because
adjustments to corporate income would be treated
as an increase or decrease in the corporation’s
current year taxes and income. The adjustments
would be passed through to current year share-
holders.®® The IRS would collect deficiencies
directly from the corporation, and the corporation
would pass through the credits for corporate taxes
paid along with the additional income. Share-
holders’ bases would be adjusted to reflect the
additional income.
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3.1 TREATMENT OF TAX-
EXEMPT AND FOREIGN

SHAREHOLDERS
Tax-Exempt Shareholders

The shareholder allocation prototype maintains
the current taxation of corporate equity income
allocated to tax-exempt shareholders by making
shareholder credits for corporate level taxes
nonrefundable to tax-exempt shareholders. Thus,
tax on corporate income allocable to a tax-exempt
shareholder would be taxed at the corporate level
at the corporate rate. Tax-exempt shareholders
would not be subject to UBIT on corporate
income allocated to them and would not be
allowed to use credits for corporate taxes paid to
- offset UBIT liability on other income.

Foreign Shareholders

We believe that foreign shareholders making
investments in the United States should not
receive, by statute, the benefits of integration
received by U.S. shareholders. Thus, the share-
holder allocation prototype denies refunds of
corporate level taxes to foreign shareholders and
continues to impose U.S. withholding tax on
dividends. As under current law, corporate tax
would be paid at the corporate level and withhold-
ing tax would be imposed at the investor level.
The branch profits tax would continue to apply to
U.S. branches of foreign corporations. Although
in principle, the shareholder level withholding tax
might be imposed on income allocated annually,
the prototype continues to impose withholding tax
only when distributions are made. Annual imposi-
tion of both the corporate and the investor level
taxes would increase the tax burden on foreign
investments in U.S. corporations as well as the
disparity in the treatment of debt and equity
owned by foreign investors. Denying integration
benefits to foreign shareholders under the share-
holder allocation prototype does not violate U.S.
tax treaty obligations. Refundability of all or a
part of the credit could be considered in treaty
negotiations in exchange for reciprocal benefits.
See Chapter 7.

3.J FOREIGN SOURCE INCOME

We do not believe that an integrated tax
system should, by statute, treat foreign taxes like
taxes paid to the U.S. Government. Extending the
benefits of integration to foreign taxed income, if
appropriate, is more properly achieved through
bilateral tax treaty negotiations. See Chapter 7.
Accordingly, the dividend exclusion and CBIT
prototypes are designed to collect at least one full
level of U.S. tax on foreign source income earned
by U.S. corporations.

In contrast, the shareholder allocation proto-
type treats foreign taxes paid like U.S. taxes paid.
As a consequence, depending on foreign tax rates,
the United States may collect only a residual U.S.
tax or no tax at all on corporate foreign source
income. We considered modifying the shareholder
allocation prototype to account separately for
foreign taxes and deny foreign tax credits to
shareholders, but such modifications are complex
and fundamentally inconsistent with the pass-
through nature of the prototype.* Denying a
foreign tax credit would be harsher than current
law, which generally allows a foreign tax credit at
the corporate level and defers the shareholder
level tax on foreign source income until it is
distributed. Modifying the shareholder allocation
prototype to tax foreign source income to share-
holders only when distributed would effectively
convert shareholder allocation into distribution-
related integration.

Accordingly, the shareholder allocation proto-
type allows a foreign tax credit, computed under
current law rules, to offset corporate level tax.
The foreign tax credit, like other corporate tax
credits, is passed through to shareholders. One
issue this approach raises is how, if at all, the
foreign tax credit limitation rules should be
applied at the shareholder level. Although the
foreign tax credit limitation is computed initially
at the corporate level, additional restrictions
would be necessary to prevent individuals with
marginal tax rates of less than 31 percent from
using foreign tax credits to offset liability for
U.S. tax on other income.



As under current law, the shareholder
allocation prototype allows an individual U.S.
shareholder holding stock directly in a foreign
corporation to claim a foreign tax credit for
withholding taxes paid on dividends. The proto-
type does not extend the indirect foreign tax credit
of IRC § 902 to individual shareholders of a
foreign corporation. The indirect credit was
originally intended to prevent multiple taxation of
corporate income earned through a foreign subsid-
iary. Because the shareholder allocation regime
extends integration to foreign taxes, however,
permitting individuals owning more than 10
percent of the stock of a foreign corporation to
claim an indirect credit may merit consideration.
Extending the indirect credit to U.S. individual
shareholders would remove the disparity that
would otherwise exist between foreign corporate
stock held directly and foreign corporate stock
held through a U.S. corporation. Such a change,
however, would be a significant departure from
current law and would exacerbate the problem of
fashioning an appropriate limitation rule at the
shareholder level.

Another issue for outbound investment in
structuring the shareholder allocation integration
prototype is whether to retain or eliminate the
deferral allowed for profits earned through foreign
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subsidiaries. As Chapter 7 explains, the deferral
rule provides that profits of a U.S. investor
earned through a foreign corporation are generally
not subject to U.S. tax until the profits are repa-
triated. Although theoretical consistency in imple-
menting a shareholder allocation integration
system would require eliminating the deferral
rule, taxing foreign income currently is not
essential to shareholder allocation. As a practical
matter, it would be difficult to end deferral for
U.S. portfolio shareholders, because sufficient
information would not be available from the
foreign corporation to determine the domestic
shareholder’s tax liability on undistributed
income. Even for large shareholders, requiring
annual reporting of income and foreign taxes paid
by foreign subsidiaries would compound the
reporting problems discussed in Section 3.H. A
corporation with foreign subsidiaries could not
accurately report to its shareholders its own
income for the year until its subsidiaries had paid
their own taxes in foreign jurisdictions. Accord-
ingly, the shareholder allocation prototype permits
U.S. shareholders in foreign corporations to
continue to take income into account only when
dividends are received. The same rule applies to
U.S. corporate shareholders, subject to the current
Subpart F and other current inclusion rules.



CHAPTER 4:
COMPREHENSIVE BUSINESS INCOME TAX PROTOTYPE

4.A INTRODUCTION

The Comprehensive Business Income Tax
(CBIT) is the most comprehensive of the integra-
tion prototypes developed in this Report.! It is
not expected that implementation of CBIT would
begin in the short term, and full implementation
would likely be phased in over a period of about
10 years.?> The CBIT prototype represents a very
long-term, comprehensive option for equalizing
the tax treatment of debt and equity.

CBIT would equate the treatment of
debt and equity, would tax corporate and
noncorporate businesses alike, and would
significantly reduce the tax distortions
between retained and distributed earnings.
CBIT would accomplish these results by
not allowing deductions for dividends or
interest paid by the corporation, while
excluding from income any dividends or
interest received by shareholders and
debtholders. To ensure consistent treat-
ment of corporate and noncorporate enti-
ties, CBIT would apply to all but the
smallest businesses, whether conducted in
corporate form or as partnerships or sole
proprietorships. The result is that

individual rate of 31 percent rate, regardless of
the lender’s actual marginal tax rate and regard-
less of the lender’s status as a tax-exempt or
foreign entity.’

Without any overall revenue loss, the CBIT
prototype permits a reduction in the rate of tax on
corporations from 34 percent to the top individual
rate of 31 percent.* A lower rate of tax on capital
supplied by tax-exempt, foreign or low-income

Figure 4.1
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'The figures do not take into account tax preferences or taxes
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investors could be incorporated into a CBIT
regime, but we have chosen not to include these
complicating provisions in the prototype described
in this chapter.® Taxing income from business
capital at a 31 percent rate enhances economic
efficiency and advances the policy goals set forth
in Chapter 1.° CBIT taxes corporate and non-
corporate businesses (other than very small busi-
nesses) under identical rules, thus eliminating the
current tax bias against the corporate form. CBIT
also makes significant progress toward the remov-
al of incentives to retain earnings, although a
compensatory tax on distributions of preference
income, if included in CBIT, would provide some
incentive to retain such income.

Like the other prototypes, the CBIT prototype
is structured to conform as closely as possible to
the policy decisions summarized in the introduc-
tion to this part with respect to the treatment of
preferences and tax-exempt and foreign investors.
Since CBIT would be a greater change from
current law than either distribution-related integra-
tion or shareholder allocation integration—both of
which would apply only to corporate equity—a
very gradual phase-in of CBIT over a long period
will be necessary in order to reduce the economic
dislocations and the gains and losses that might
result during the transition. See Chapter 10.

4.B OVERVIEW OF CBIT
PROTOTYPE

General Mechanics. Under CBIT, distributions
of business income as dividends or interest are not
generally taxed when received by investors (see
the discussion of tax preferences below). The
income of all business entities, including corpora-
tions and unincorporated businesses, is measured
and taxed at the entity level at a 31 percent rate.?
The CBIT tax base is generally the corporate
income tax base under current law, except that no
deduction is allowed for interest expense, and
dividends and interest received from CBIT entities
are excluded. Losses incurred at the entity level
do not pass through to the equity holders. Unused
losses can be carried over at the entity level,
however, generally in the same manner as under
the current law rules applicable to corporations.®

Small Business Exception. Because it is
difficult to separate returns to capital from returns

to labor in the case of very small businesses,
taxing all capital income from those businesses at
the 31 percent CBIT rate might overtax some
labor income that otherwise would be taxable to
an individual in a lower bracket. The CBIT
prototype includes an exception for very small
businesses. See Section 4.C.

Tax Preferences. Tax preferences available to
corporations generally would be available to CBIT
entities. To implement this Report’s general
recommendation that preferences not be extended
to shareholders, a flat rate nonrefundable tax of
31 percent (a compensatory tax) could be imposed
at the entity level on dividends and interest
deemed paid from preference income. Alternative-
ly, investors could be required to include in
income any interest or dividends considered to be
paid out of preference income. The choice
between these two methods is discussed in
Section 4.D. In either case, businesses would
determine which distributions are made out of
preference income by maintaining an Excludable
Distributions Account (EDA), which is similar to
the EDA described in Chapter 2 under the divi-
dend exclusion prototype. The EDA would reflect
taxes paid and the prototype would stack interest
and dividend payments first against fully-taxed
income.!® See Section 4.D.

CBIT Entities as Investors. CBIT entities are
governed by the rules applicable to nonCBIT
investors. Income from investments (other than
dividends and interest from CBIT entities) is taxed
to the CBIT entity as under current law. Divi-
dends and interest from CBIT entities are not
taxed in the hands of the recipient CBIT entity
and would result in an appropriate addition to the
recipient entity’s EDA (thereby enabling the
recipient CBIT entity to distribute such receipts
without paying additional tax). Additional rules
would be needed for taxable dividends and inter-
est paid by CBIT entities if a compensatory tax
were not adopted. See Section 4.D.

Foreign Source Income. CBIT entities would
be entitled to a foreign tax credit computed as



under current law, with modifications to reflect
the nondeductibility of interest under CBIT.
Foreign source income shielded from U.S. tax by
foreign tax credits would be treated in a manner
similar to preference income when distributed and
either would be subject to a compensatory tax or
would be taxable at the investor level at that time.
As with distributions from preference income,
stacking distributions first against fully-taxed
income will limit somewhat application of these
rules.

Low-Bracket Investors. While the CBIT
prototype does not include explicit relief for low-
bracket equity holders and debtholders, it is
possible to reduce the effective rate of tax on
CBIT investments from 31 percent to the investor
rate with an investor credit for entity level taxes
paid. See Section 4.F.

Tax-Exempt and Foreign Investors. Interest
and dividends paid to tax-exempt and foreign

investors by a CBIT entity are net of the 31
percent entity level tax; however, in general
neither tax-exempt nor foreign investors are
subject to additional U.S. tax on interest or
dividends received from CBIT entities. If ‘a
compensatory tax is adopted, all dividends and
interest would be excludable. As Section 4.D
discusses, however, the alternative to a compensa-
tory tax is to tax preference and foreign source
income at the investor level.

We recognize that, in imposing one level of
source-based taxation on interest paid to foreign
investors, CBIT would represent a departure from
current policy on inbound debt investment. Any
such departure would have to be the result of
extensive international discussions with tax au-
thorities and market participants.!!

Capital Gains and Share Repurchases. Chap-
ter 8 discusses the treatment of capital gains on

CBIT equity and debt and the treatment of share
repurchases.

NonCBIT Interest and Other Capital Income.
CBIT does not require any change in the current

taxation of interest paid on debt issued by a
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borrower other than an entity subject to CBIT.
Thus, for example, home mortgage interest would
continue to be deductible by an individual borrow-
er and includable in the income of the recipient.
State and local bond interest would remain exclud-
able from gross income to the same extent as
under current law. Interest on Treasury debt
would, as under current law, be includable in
income by the recipient.!”> See "Interest Not
Subject to CBIT" in Section 4.G.

Impact on tax distortions. Table 4.1 illustrates
the impact of the CBIT prototype on the three
distortions integration seeks address: the current
law biases in favor of corporate debt over equity
finance, corporate retentions over distributions,
and the noncorporate over the corporate form. In
general, CBIT is very successful in achieving the
goals of integration because it removes most
differentials in the tax rates on alternative income
sources for domestic and foreign investors and
tax-exempt entities. The near-uniform tax rate on
all nonpreference, U.S. source business income is
the maximum individual income tax rate (t™, 31
percent under current law). For individual inves-
tors, the only exceptions to this uniform rate are
for undistributed corporate equity income (if
capital gains on corporate stock continue to be
taxed) and for rent and royalties, which would
continue to be taxed at regular individual rates.
For tax-exempt entities and foreign investors, the
only exception to the uniform rate on nonprefer-
ence, U.S. source business income is the rate on
rents and royalties, for which current law rates
would be retained.

4.C ENTITIES NOT SUBJECT TO
CBIT

In theory, CBIT would apply to all businesses,
without regard to size or legal form of organiza-
tion. Thus, all sole proprietorships, partnerships,
S corporations and other business entities would
be subject to an entity level tax. After the
phase-in of CBIT, current law distortions between
the corporate and noncorporate business sectors
would thus be eliminated, and taxpayers’ choice
of business entity would depend entirely upon
nontax considerations. To preserve these
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Table 4.1
Total U.S. Tax Rate on a Dollar of
NonPreference, U.S. Source Income from a
U.S. Business Under Current Law and the
CBIT Prototype

Type of Income Current Law CBIT
1. Individual Investor is Income Recipient
Corporate Equity:
Distributed t+ (11—t ™
Undistributed t+(1—tt, =+ (1 -t
Noncorporate Equity t, t®
Interest t =
Rents and Royalties t; t;

II. Tax Exempt Entity is Income Recipient

Corporate Equity:

Distributed t, "

Undistributed t, =
Noncorporate Equity t, =
Interest =
Rents and Royalties 0 0
ITI. Foreign Investor is Income Recipient
Corporate Equity:

Distributed t.+ (1 —tJtyp ™

Undistributed t, =
Noncorporate Equity twn =
Interest twr "
Rents and Royalties twr twr

Department of the Treasury
Office of Tax Policy

t, = U.S. corporate income tax rate.

t, = U.S. individual income tax rate.

t® = Maximum U.S. individual income tax rate.

t, = U.S. effective individual tax rate on capital gains; is
zero in one version of the prototype.

twps twxs tws twr = U.S. withholding rates on payments
to foreigners of dividends, noncorporate equity
income, business interest, and rents and royalties,
respectively. Generally varies by recipient, type of
income, and eligibility for treaty benefits and may be
zero.

neutrality benefits, we believe that any small
business exception to CBIT should be limited to

very small entities.

The CBIT prototype includes an exception for
small businesses with gross receipts of less than
$100,000. Such businesses would continue to
deduct their interest expense, and the interest they
pay would be taxable to the recipients. Any wages
or profits distributed by an exempt small business
would be taxable to the recipients at the
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recipients’ marginal tax rates. CBIT interest and
dividends received by a small business would be
excludable. We concluded that such an exception
was desirable because of complexities that might
otherwise arise in the transition from current law
to CBIT and difficulties in separating capital
income from labor income for very small busi-
nesses (proprietorships, in particular). Although
CBIT generally taxes the income shares of credi-
tors and equityholders at a uniform 31 percent
rate, it does not alter the current progressive
individual rate structure (with graduated rates
from 15 to 31 percent) for taxing wages or other
labor income and nonCBIT capital income. While
all CBIT taxpayers would be allowed to deduct
reasonable compensation paid for services to the
same extent as under current law, these rules may
be inadequate for small businesses. In many small
businesses, income received by an owner-manag-
er, in fact, may be a mixture of returns on both
physical and human capital. Ignoring the distinc-
tion and subjecting all the owner-manager’s
income to the uniform CBIT rate, might overtax
the labor component of the owner-manager’s
income. In addition, not allowing losses to flow
through currently might create significant hardship
where the owner-manager draws a salary. With a
small business exception, however defined, all
returns on capital in such nonCBIT small busi-
nesses would be taxed at the investors’ separate
rates instead of at the uniform CBIT rate.”

We concluded that an exclusion based on
annual gross receipts would be the simplest to
structure and estimate at the current conceptual
phase of the prototype’s development. For purpos-
es of determining an entity’s eligibility for the
exception, dividends and interest received from
CBIT entities would be included (although they
would not be taxable to the receiving entity). Such
a definition of the exclusion has several advantag-
es. A gross receipts criterion is objective and
easier to apply from a compliance and enforce-
ment standpoint than the alternatives discussed
below. It can be determined readily from docu-
ments currently generated for tax compliance
purposes.' So long as the lower bound of gross
receipts determining CBIT status is low, we



believe that aggregation rules for nonCBIT enti-
ties should be unnecessary.'

Other criteria are possible. Ideally, the criteria
should be related to the potential "blurring" of
owners’ capital and labor incomes. For example,
businesses with substantial equity held by individ-
uals who also supply substantial labor to the
enterprise might qualify. Other definitions cur-
rently used in the Code or elsewhere include
criteria such as whether the business is closely
held (as measured by the number of sharehold-
ers), the value of the business (as measured by the
value of stock, net worth, or the value or adjusted
basis of assets), the annual amount (or average
annual amount) of net income, and the number of
employees. The correlation between blurring of
labor and capital income of owner-managers and
some of these characteristics may depend on the
nature of the business, industry characteristics,
and other factors. We believe the more practical
course, however, is simply to exempt certain
"small businesses" based on size.'®

4.D TAX PREFERENCES
Introduction

We have made a general recommendation in
this Report that integration should not become an
occasion for extending corporate level tax prefer-
ences to shareholders. Future policymakers seem
likely, however, to retain many of the preferences
currently available to corporations under the
Code. Absent special rules, CBIT’s general
exclusion of dividends and interest from income
would automatically extend those preferences to
shareholders. !’

There are two general mechanisms which
could be used to ensure that one level of tax is
imposed on preference income when it is distrib-
uted. First, CBIT entities could be required to
report to shareholders and debtholders the
amount, if any, of each dividend or interest
payment that is made out of preference income.
The investor would then include that amount in
income and pay tax at the investor’s tax rate. This
is the mechanism we recommend in the dividend
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exclusion prototype.'® The alternative approach
is to impose a 31 percent compensatory tax at the
entity level on all distributions from preference
income. Such a compensatory tax would not be
refundable to tax-exempt or foreign investors.

Although both systems have advantages, the
dividend exclusion prototype (and the imputation
credit prototype described in Chapter 11) reject a
compensatory tax in favor of shareholder level
taxation of distributed preference income and
foreign source income shielded from U.S. tax by
foreign tax credits. As Section 11.B discusses, in
those prototypes, which are limited to corporate
equity, this Report would tax preference income
and foreign source income at the shareholder level
in order to preserve current tax and dividend
policy for corporations with substantial amounts
of such income.

Under CBIT, however, a compensatory tax
has considerable conceptual and practical appeal.
Adopting a compensatory tax would permit inves-
tors to exclude all dividends and interest received
from any CBIT entity. Thus, CBIT would consis-
tently collect tax on capital income, whether
interest or dividends, at the entity level at a 31
percent rate.

A compensatory tax would be simpler at the
investor level. Because all distributions with
respect to CBIT investments would be excludable
by investors, no information reporting to share-
holders or debtholders would be required. On the
other hand, if preference income distributed as
interest or dividends were subject to investor level
tax, CBIT entities would have to provide informa-
tion reports to the IRS and to investors, indicating
the extent to which a distribution is excludable. A
compensatory tax under CBIT also would permit
the complete repeal of the withholding tax on
dividends and interest paid to foreign investors.
See Section 4.E.

The principal disadvantage of a compensatory
tax under CBIT is that our economic analysis
suggests that it would create significant ineffi-
ciencies in corporate payout decisions. Our data
indicate that even if distributions were stacked
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first against fully-taxed income, a compensatory
tax would impose a significant entity level tax
burden on distributions. Our models of corporate
behavior predict that, to avoid this additional tax,
CBIT entities would increase their reliance on
retained earnings as a source of finance and would
rely less on both new equity and debt. Under the
assumptions of our models, this effect is strong
enough to distort corporate payout decisions as
much as under current law. See Section 13.D.
Accordingly, the remainder of this chapter
describes the differences in treatment necessary
under the CBIT prototype if no compensatory tax
is imposed and distributed preference income and
foreign source income are taxed at the investor
level.

Excludable Distributions Account

The prototype identifies distributions out of
preference income and foreign source income
shielded from tax by foreign tax credits by requir-
ing CBIT entities to maintain an Excludable
Distributions Account (EDA). (The EDA is
similar to the EDA described in Chapter 2, except
that interest payments as well as dividend pay-
ments are charged against the account.) For each
$1.00 of U.S. tax paid, approximately $2.23
would be credited to the EDA. The annual addi-
tion to the EDA is referred to as fully-taxed
income and is calculated using the following
formula:

Annual additions to EDA =

[U.S. tax paid for taxable year

3 - U.S. tax paid for taxable year]

+ equity distributions and interest received from CBIT entities

The EDA is reduced by the amount of all divi-
dend and interest payments, in the order in which
payments are made. The EDA is also reduced by
approximately $2.23 per $1.00 of tax refunded.
Positive EDA balances may be carried forward
without limitation.

The prototype stacks payments first against
fully-taxed income. Distributions of interest or
dividends reduce the EDA. When the EDA is
reduced to zero, distributions would be subject to

compensatory tax or, alternatively, would be
taxable to the investor.”® As in the dividend
exclusion prototype, refunds of entity level tax
would not reduce the EDA below zero. Refunds
in excess of the taxes reflected by the EDA
balance would be applied to reduce future entity
level tax payments. Similarly, net operating losses
in excess of the EDA would be carried forward.

To illustrate, assume that a corporation subject
to CBIT earns $100 in taxable income and $100
of preference income, and pays $31 in regular
CBIT taxes but neither pays nor receives divi-
dends or interest. Its EDA is thus $69 [$31/.31—
$31]. If it then pays $75 in interest and dividends,
it will pay a compensatory tax of $1.86 [.31x
($75—-9%69)] or, alternatively, the $6 of distribu-
tions that is attributable to preference income will
be taxable to investors.*

If a compensatory tax is adopted, all distribu-
tions on equity and debt of CBIT entities will be
excludable. A CBIT entity receiving a distribution
would add the amount received to its own EDA.
If, alternatively, distributions of preference in-
come were taxable to investors, the prototype
could either (1) tax CBIT entities currently on
such distributions? or (2) provide a deduction,
similar to the current dividends received deduc-
tion, for such receipts to defer tax until the in-
come is redistributed to a nonCBIT entity.*

Alternative Minimum Tax
Consequences of CBIT

The CBIT system retains an entity level
alternative minimum tax (AMT) similar to the
corporate AMT under current law. As under
current law, the entity level minimum tax would
ensure that some entity level tax is imposed
currently on a profitable business. In a CBIT
AMT, however, neither interest expense nor
dividends would be deductible and dividends and
interest from CBIT entities would be excluded.
Because the CBIT tax base provides no deduction
for interest paid, it is likely that relatively few
nonfinancial businesses would have regular tax
liabilities low enough to trigger a CBIT AMT
imposed at the current 20 percent rate. As in the



dividend exclusion prototype, AMT would be
treated as taxes paid in the same manner as the
regular CBIT tax; however, the divisor in the
EDA formula would still be the regular CBIT tax
rate, 31 percent. Thus, a CBIT entity could not
distribute all of its alternative minimum taxable
income (AMTI) without triggering a compensa-
tory tax or an investor level tax.

Adopting CBIT might permit significant
simplifying modifications to the current individual
AMT. If CBIT applied to all but small business
entities, the individual AMT base would apply
principally to two items: (1) excess itemized
deductions and (2) State and local tax-exempt
bond income treated as a preference under current
law.” It would be inappropriate, however, to
include excludable CBIT interest or equity income
in an investor’s AMTI because any such tax
imposed would be a second level of tax on income
that had already been subjected to tax at the
highest individual rate.?

4.E INTERNATIONAL
CONSIDERATIONS

Taxation of Income from
Outbound Investment

This Report recommends that the tax burden
imposed by any integration prototype on income
from U.S. investment in foreign businesses
(outbound investment) be roughly equivalent to
the tax burden imposed on such income under
current law. The shift from two-tier taxation of
corporate foreign source income to a single-tier
tax should not result in the collection of a signifi-
cantly greater or lesser amount of tax revenue
from such income than under current law. See
Chapter 7.

Under current law, foreign source income
earned through a domestic corporation is poten-
tially subject to U.S. tax at both the corporate and
the shareholder levels. At the corporate level,
foreign source income is subject to a 34 percent
tax, which may be reduced substantially or elimi-
nated by foreign tax credits. If the U.S. corporate
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tax liability on foreign source income is less than
the foreign tax imposed on the income, excess
foreign tax credits may arise. Upon distribution,
the income generally is subject to full taxation at
the shareholder’s marginal tax rate, without a
foreign tax credit. This approach is consistent
with U.S. income tax treaty commitments. No
U.S. treaties require that investors in a U.S.
corporation receive tax relief from foreign taxes
paid by the corporation.

Foreign Source Income of CBIT Entities and
Other Business Entities

Under the CBIT prototype, results comparable
to those under current law are achieved by allow-
ing the foreign tax credit (with a modified limita-
tion, as described below) to offset the regular
CBIT tax in full, but adding no amount to the
EDA to reflect foreign source income sheltered
from U.S. tax by foreign tax credits.?

The EDA mechanism does not distinguish
between foreign source income shielded from the
regular CBIT tax by the foreign tax credit and
U.S. source preference income. Both benefit from
the stacking rule that treats distributions as arising
first from income subject to the regular CBIT tax.
Accordingly, as with preference income, so long
as foreign source income shielded from CBIT by
the foreign tax credit is not distributed, it will
bear no further tax burden. The CBIT compensa-
tory tax or an investor level tax will be triggered
only when such income is distributed—the same
circumstance that would result in imposition of a
shareholder level tax under current law.

If a compensatory tax is not adopted, this
stacking rule ensures that the total Federal tax
burden on outbound investment by corporations
should not vary significantly from that imposed
under current law, apart from the effect of the
expanded tax base for foreign branch income
resulting from the nondeductibility of interest.
Imposition of a compensatory tax could increase
the tax revenue collected from outbound invest-
ment. In either case, the tax burden on outbound
investment by corporations may actually be less
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for foreign source income subject to foreign tax at
a rate less than the CBIT rate, which will be
subject to only a single level of residual U.S. tax.

CBIT will, however, require modification of
the current rules for computing the foreign tax
credit. Under current law, the foreign tax credit
limitation is equal to the product of (1) the tax-
payer’s pre-credit U.S. tax liability on worldwide
taxable income and (2) the ratio of the taxpayer’s
foreign source taxable income to its worldwide
taxable income. This usually reduces to the
product of the U.S. tax rate and the foreign
source income. The foreign source income of a
U.S. taxpayer is currently computed under U.S.
tax principles for this purpose.?’ In the case of a
foreign subsidiary, the amount of foreign taxes
that are deemed paid by a 10 percent U.S. corpo-
rate shareholder in respect of a particular dividend
distribution is equal to the total foreign taxes paid
by the subsidiary, multiplied by the ratio of the
dividend to the total earnings of the subsidiary.
(This amount is subject to the limitation just
described.)

If foreign source income were computed under
CBIT principles, i.e., with no deduction for
interest, problems would arise. In the case of
foreign branch operations of CBIT entities, the
amount of foreign source income in the limitation
formula could increase dramatically. Such an
increase would seriously mismatch the computa-
tion of taxable income and tax liability by a
foreign jurisdiction that allowed a deduction for
interest. Assuming that foreign tax rates were
high enough to provide an adequate supply of
credits, no U.S. tax would be collected currently
on foreign source income used to pay interest.
Instead, U.S. tax would be collected only when
such income was deemed to have been distributed
by the entity and a compensatory tax (or an
investor level tax) was imposed. In the case of a
foreign subsidiary, the amount of earnings in the
denominator of the indirect credit fraction could
increase dramatically, seriously diluting the
amount of foreign taxes attributed to a particular
distribution of earnings.

Accordingly, the CBIT prototype assumes
that, in computing the foreign tax credit limita-
tion, foreign source income of a branch will be
reduced by interest expense claimed with respect
to the foreign operations.”® Similarly, in
computing the indirect foreign tax credit, earnings
of the foreign subsidiary will be reduced by
interest expense claimed by the subsidiary.”
Under this approach, CBIT entities will continue
to enjoy approximately the same level of direct
and indirect foreign tax credits as under current
law. Some reduction will occur, however, by
reason of lowering the regular CBIT tax rate to
31 percent from the current 34 percent.

Several additional effects of CBIT on the
taxation of foreign source income should be
noted. As explained above, CBIT would subject
all business organizations to an entity level tax.
This has at least two possible implications for the
foreign tax credit. First, it suggests that an indi-
rect credit for foreign taxes deemed paid by a
foreign subsidiary should be available to non-
corporate domestic shareholders, such as partner-
ships, that are CBIT entities. Under CBIT, the
purpose of the indirect credit would defer the
additional level of CBIT tax until the time of
distribution (when a compensatory tax or an
investor level tax would be imposed) to avoid the
burden of an immediate tax on foreign source
profits. If the indirect credit were not extended to
partnerships and other noncorporate CBIT enti-
ties, there would continue to be a strong bias in
favor of the corporate vehicle for multinational
enterprises.

Second, the equal treatment of all business
entities under CBIT means that foreign tax credits
will not fully relieve CBIT tax in circumstances
where U.S. tax is fully relieved under current
law. If a domestic partnership or S corporation
receives a dividend, interest, or royalty payment
from a foreign corporation (or other foreign
payor) under current law, and the payment has
been subject to a foreign withholding tax, the
recipient is eligible for a foreign tax credit, and
no further U.S. tax is imposed to the extent that



the partners or shareholders are individuals.
Under CBIT, however, the credit would only
relieve the regular CBIT tax. A compensatory tax
or an investor level tax would be imposed when
the foreign profits are redistributed to the partner
or shareholder.

Finally, CBIT requires some consideration of
the treatment of foreign business entities. Under
current law, deferral of U.S. tax on foreign
profits is available when the profits are earned
through a foreign corporation. When such profits
are earned through a foreign partnership, the U.S.
tax is not deferred, and the results are essentially
the same as for a foreign branch office of a U.S.
taxpayer. Under the CBIT prototype, foreign
entities would generally be treated as nonCBIT
entities. Thus, interest paid by a foreign entity
would continue to be taxable to a U.S. lender,
and would continue to be deductible by the for-
eign entity.*® In addition, deferral would contin-
ue to be permitted for profits earned through a
foreign corporation.

Foreign branches of CBIT entities. In the case
of a foreign branch of a U.S. CBIT entity, the
expanded CBIT income base of the branch would
be included in the U.S. CBIT entity’s income
currently. Foreign source income earned by a
CBIT entity through a foreign branch would be
subject to residual regular CBIT tax prior to
distribution. As discussed above, there will
always be a residual regular CBIT tax on the
portion of the foreign source income base that is
excluded from the computation of the foreign tax
credit. Where the foreign jurisdiction’s tax is
computed with an interest deduction, such income
will bear, in effect, the same tax that it would
have borne if earned from domestic sources. With
respect to the remaining portion of the foreign
source income base, a residual regular CBIT tax
will be imposed if the foreign income tax liability
is less than the regular CBIT liability, with the
effect that such income also will bear the same
pre-distribution aggregate tax (foreign tax plus
CBIT tax) that it would have borne if it were
earned from domestic sources.’ If the foreign
income tax liability on the remaining portion of
the foreign source income base is higher than the
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regular CBIT liability, such income will bear a
pre-distribution tax rate that is higher than the
CBIT rate applicable to domestic source income.
This disparity, which also exists under current
law, is entirely attributable to higher foreign tax
rates.

Foreign portfolio equity investment (less than
10 _percent of total equity) by a CBIT entity.

Foreign source portfolio dividends received by a
CBIT entity would be subject to source country
income taxation at the level of the foreign corpo-
ration and to a second level source country with-
holding tax upon distribution. Regular CBIT
would apply to the foreign source dividend when
received by a CBIT entity, subject to offset by a
foreign tax credit for the source country withhold-
ing tax. In most cases, some regular CBIT would
be collected, because regular CBIT liability would
generally exceed the foreign withholding tax by
virtue of treaty rate reductions and by virtue of
the expansion of the CBIT income base to include
income paid out as interest. While such income is
subject to an additional level of taxation (the
foreign corporate level tax) relative to income
earned through investment in a U.S. subsidiary,
the disparity should be approximately the same as
under current law. If distributed by the CBIT
entity, such income, to the extent shielded from
regular CBIT by the foreign tax credit, would be
subject to the CBIT compensatory tax or an
investor level tax. If the CBIT entity is a corpora-
tion, this result generally will be comparable to
the result under current law. To the extent residu-
al regular CBIT is paid, the result will be better
than under current law for shareholders now
taxable on dividend income. A CBIT entity that is
a partnership with individual shareholders or an S
corporation may be treated less favorably than
under current law in certain circumstances.

Foreign direct equity investment (10 percent

or more of total equity). Foreign source income
earned by a CBIT entity through a direct equity
investment would be subject to full source country
corporate level tax and to a second level source
country withholding tax upon distribution of a
dividend from the foreign subsidiary. The CBIT
entity (whether a corporation or partnership)
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would receive a credit both for the source country
withholding tax and for the source country corpo-
rate level tax under IRC § 902. Thus, regular
CBIT would be imposed only to the extent that
the regular CBIT liability exceeded the total
amount of foreign taxes paid or deemed paid.
Given the opportunity to defer the CBIT
compensatory tax or investor level tax by
retention of foreign subsidiary profits at the CBIT
entity level, the disparity between direct equity
investment in a foreign subsidiary and investment
in a domestic subsidiary under CBIT should not
vary significantly from current law. If distributed
by the CBIT entity, such income would be subject
to the CBIT compensatory tax or an investor level
tax to the extent it was shielded from regular
CBIT by foreign tax credits. However, as with
portfolio investment, the result will generally be
similar to the result under current law in cases
where such dividends would be taxed fully. To
the extent subject to residual regular CBIT, such
income will be taxed less heavily than under
current law. A CBIT entity that is a partnership
or an S corporation may be treated less favorably
than under current law (depending on whether the
IRC § 902 credit is extended to such
shareholders).

Foreign debt investment. Foreign source
income earned by a CBIT entity through a debt

investment in a foreign entity or subsidiary would
escape source country income taxation to the
extent that interest is deductible for foreign in-
come tax purposes. While such income potentially
would be subject to a foreign withholding tax
upon distribution as interest, the CBIT entity
would receive a foreign tax credit for the
withholding tax (subject to the foreign tax credit
limitation). Thus, regular CBIT would be imposed
only to the extent that regular CBIT liability
exceeds the foreign withholding tax. Interest
income received from a domestic subsidiary also
would be subject to CBIT, in this case imposed
on the subsidiary. Thus, outbound debt investment
should not be subject to greater entity level tax
than domestic debt investment until such income
is distributed. The CBIT compensatory tax or an
investor level tax then would apply to the extent
the income had been shielded from U.S. tax by

foreign tax credits. The impact of the CBIT
compensatory tax or an investor level tax, if and
to the extent imposed, will be similar to the
consequences described for the imposition of such
tax on foreign portfolio equity investment.

Foreign Source Income
Earned Directly by Individuals

Under CBIT, foreign corporations and other
foreign entities would be treated as nonCBIT
entities. Accordingly, as under current law,
interest and dividend income received directly by
a U.S. resident individual from a foreign corpora-
tion would be subject to tax at the individual’s
marginal tax rate. CBIT does not require the
modification of the foreign tax credit allowed to
individuals under current law.

Taxation of Income from
Inbound Investment

As noted in Section 4.A, we view CBIT as a
very long-range option for equalizing the treat-
ment of debt and equity. We anticipate that
adoption of CBIT would be preceded by a lengthy
period of consideration and, when implemented,
CBIT would be phased-in over a period of about
10 years. See Chapter 10.

Both the dividend exclusion prototype and the
shareholder allocation prototype retain the current
U.S. withholding tax on dividends paid to foreign
shareholders and the branch profits tax on U.S.
branches of foreign corporations. Retaining the
second level of tax on equity income in those
prototypes simply replicates current law and
permits reduction of the second level of tax
through tax treaty negotiations.

We make a different recommendation in
CBIT, however. Retaining current law in the con-
text of CBIT would require collecting two levels
of tax on dividends and zero or one level of tax
on interest. (Chapter 7 discusses the current law
taxation of foreign investors.) Such treatment
would violate the equality between debt and equity
that is one of the principal goals of CBIT. To
maintain parity between debt and equity, the



CBIT prototype removes the remaining withhold-
ing taxes on both interest and dividends paid by
CBIT entities.? The result is to subject both debt
and equity income to CBIT taxation once at the
entity level.

Elimination of the remaining withholding taxes
on both dividends and nonportfolio interest under
CBIT would clearly affect U.S. income tax treaty
negotiations. While existing U.S. treaties provide
for reciprocal reductions of source country tax
rates on interest and dividends, CBIT might
reduce U.S. treaty partners’ incentive to grant a
reciprocal exemption in future negotiations.* In
order to obtain a reciprocal exemption, it might
be necessary for the United States to make con-
cessions either with respect to entity level tax
collected on dividends and interest or CBIT
compensatory taxes (if any) imposed on dividends
and interest. For example, a tax credit for CBIT
taxes paid could be made available only on a
bilateral basis. Any such treaty concessions should
be made in a manner to protect CBIT’s basic goal
of equating the taxation of debt and equity.

If a compensatory tax were not adopted,
distributed preference income and shielded foreign
source income will be taxable to investors.

We recognize that adoption of CBIT would
represent a departure from current policy on
inbound debt investment and that any such depar-
ture would require extensive international discus-
sions with tax authorities and market participants.

Conduct of a U.S. Trade or Business

As under current law, income earned by a
foreign investor through the conduct of a U.S.
trade or business would be taxed in the same
manner as income earned by U.S. residents. CBIT
rules would apply to foreign business activities in
the United States. Thus, interest expense attribut-
able to a U.S. trade or business would be nonde-
ductible, and the current law provisions governing
the allocation of interest expense to effectively
connected income would be unnecessary.
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Small Business Exception

The small business exception would apply to
inbound investment. See Section 4.C. Distribu-
tions from small, nonCBIT corporations to for-
eigners would remain subject to current statutory
withholding at 30 percent, unless that rate is
reduced by treaty provision.* In the case of a
U.S. branch of a foreign corporation, the size
criteria would be applied on the basis of the gross
effectively connected receipts of the branch.

4.F IMPACT OF CBIT ON
INVESTMENT BEHAVIOR
OF LOW-BRACKET,
TAX-EXEMPT, AND
FOREIGN INVESTORS

Overview

Because substantial nontax factors influence
investment behavior, we cannot predict with
certainty CBIT’s impact on the manner in which
investors allocate their portfolios. Indeed, if tax
considerations were paramount, there would be a
strong bias under current law against any
investment by low-bracket taxpayers and domestic
tax-exempts in domestic corporate equities (as
opposed to debt). Current experience indicates,
however, that both of these groups invest in
corporate equity. While special statutory with-
holding provisions, the statutory exemption for
capital gains realized by foreign investors on
property investments other than in real property,
and treaty mitigation provisions make it hard to
generalize in the case of foreign investors, the tax
provisions of current law, if given paramount
effect, would direct their investment toward
domestic debt rather than corporate equity in most
instances. Other nontax factors are important,
however, and foreign investment in domestic
equity occurs despite higher tax rates than for
domestic debt.

The United States’ stable economic and politi-
cal climate attracts investment. The size of our
consumer market attracts foreign sellers and
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investors. Opportunities for diversification not
available through alternative investments can
override tax disadvantages. These nontax factors
will temper portfolio shifts by these classes of
taxpayers, Considering these countervailing
forces, we believe that the best approach is to
adopt a gradual phase-in of CBIT, rather than
specific measures for low-bracket, tax-exempt and
foreign investors although we discuss such
measures below. To preserve CBIT’s neutrality
between debt and equity, the discussion contem-
plates identical treatment of debt and equity. The
reductions of tax due to these mechanisms, of
course, will have revenue consequences.

Interest Rate Impact of CBIT

The interest rate on CBIT debt will be less
than the interest rate on nonCBIT debt, potentially
by an amount up to the 31 percent entity level
tax, because interest received on CBIT debt
represents an after-tax return.*® For example, if
market interest rates on nonCBIT debt were 10
percent, a debt instrument issued by a CBIT entity
might bear interest at a rate as low as 6.9 percent.
If this were the case, the after-tax return on the
two instruments would be the same for a taxable
investor with a 31 percent marginal rate. While
predicting the actual rate relationship between
CBIT and nonCBIT debt is impossible, experience
with the ratio of interest on tax-exempt state and
local bonds to that on taxable corporate bonds
suggests that the CBIT interest rate may not
reflect a 31 percent tax rate, because there may be
insufficient demand for CBIT debt by investors
with a marginal rate of 31 percent. Thus, for
example, if a nonCBIT bond bore interest at a 10
percent pre-tax rate, a CBIT bond might bear
interest at 8 percent if it were necessary to attract
lower-bracket investors to CBIT debt. In such a
case, the 8 percent (after-tax) CBIT return would
be more attractive to an investor in the 31 percent
bracket than the 10 percent (pre-tax) nonCBIT
return.

Because interest rates on CBIT debt should be
lower than the rates on nonCBIT debt, low-brack-
et, tax-exempt, or foreign investors (collectively,
tax-favored investors) can be expected to increase

their holdings of nonCBIT debt and decrease their
holdings of CBIT debt. (Overall, these portfolio
shifts may be offset by increased demand for
CBIT debt and equity by taxable investors.)
Depending on their tax rates, tax-favored inves-
tors, for example, might prefer a 10 percent
nonCBIT bond to an 8 percent CBIT bond. For
any investor with a marginal rate of less than 20
percent, a 10 percent nonCBIT return is worth
more than an 8 percent CBIT (after-tax) return.
While a rate differential of less than 15 percent
between CBIT and nonCBIT bond rates should
not affect the portfolio choices of low-bracket
individual taxpayers, any rate differential could
affect investment choices by tax-exempt and
foreign investors since, as under current law, all
nonCBIT interest paid to tax-exempt investors
(and portfolio interest paid to foreign investors) is
tax-free at the investor level. Domestic tax-exempt
entities might be expected to decrease holdings of
CBIT debt and increase holdings of governmental
or other nonCBIT debt and CBIT equity.*’

The treatment of preference income under
CBIT further complicates the analysis of the
expected rate differential between CBIT and
nonCBIT investments. If a compensatory tax were
imposed, all CBIT investments would pay an
after-tax return, and .one would generally expect
the risk adjusted return on CBIT investments to
be the same. On the other hand, if payments of
dividends and interest out of preference and
foreign source income are taxable to investors,
issuers with substantial preference and foreign
source income may pay a higher return than
issuers with substantial fully-taxed income.

If CBIT were adopted, special attention would
have to be given to its impact on international
capital flows.

Low-Bracket Investors

As discussed in Chapter 1, we have structured
the CBIT prototype to impose a uniform 31
percent tax on earnings on capital invested in
CBIT entities. However, the impact of CBIT on
taxable equity holders and bondholders with
marginal rates of less than 31 percent could be



lessened by providing those investors with a tax
credit. This credit could be designed to give those
investors a tax benefit equal to all or a portion of
the difference between their marginal rate and the
31 percent CBIT rate. While the credit would not
be refundable, it could offset tax on other income.
The effect would be similar to full refundability
for any investor with enough other tax liability to
absorb the credit.®® If a compensatory tax were
not imposed, the credit would be available only
for excludable payments.

The credit is essentially the same as the
shareholder credit for low-bracket investors
described in Section 2.D in the context of the
dividend exclusion prototype. Because CBIT
extends to both dividends and interest, the credit
would be available to both equity holders and
bondholders.

Example. Assume that a CBIT entity earns $100 of
income and pays $31 in tax. It then distributes $69
as interest to a bondholder with a marginal tax rate
of 15 percent. Applying the formula set forth in
Section 2.D (adjusted to reflect the 31 percent
CBIT rate), a bondholder credit of $16 (i.e.,
$69/.69X(.31—.15)) would produce a tax benefit
equal to the difference between the bondholder rate
and the CBIT rate.

Tax-Exempt Investors

Under the other prototypes described in this
Report, denying refundability of corporate level
taxes preserves the current law treatment of
corporate equity owned by tax-exempt and foreign
investors. Under CBIT, however, some offset for
corporate level taxes would tend to move CBIT
closer to current law by mitigating the additional
tax burden the prototype places on interest earned
by tax-exempt investors. As with low-bracket
shareholders, the credit could be set at a rate that
would refund either all or a portion of the tax
imposed at the 31 percent CBIT rate. If a com-
pensatory tax is not imposed, the credit would be
available only for excludable payments.

Because tax-exempt investors have little or no
tax liability, they would be unable to benefit from
the nonrefundable investor credit described in the
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preceding section. One possibility would make the
investor credit described above refundable. An
alternative approach would combine an investor
level credit with a tax on investment income of
tax-exempt entities. Under this approach, tax-
exempt and foreign investors would be liable for
tax on all investment income (interest, dividends,
capital gains, rents, royalties, and other invest-
ment income). The rate of this tax could be set to
produce overall revenues (taking into account the
investor credit) equivalent to those currently borne
by equity supplied by the tax-exempt sector. A
tax-exempt entity could then use the investor level
credit to offset the tax due on other investment
income. See Section 6.D.*

Imposing a tax on investment income and
allowing a credit would treat CBIT and nonCBIT
debt instruments alike (although it probably would
not fully compensate for the interest rate differen-
tial between CBIT and nonCBIT debt). It general-
ly would encourage tax-exempt entities to hold a
mixture of CBIT and nonCBIT debt and equity,
because the nonrefundable investor credit associat-
ed with CBIT debt and equity could be used to
offset the tax due on other kinds of investment
income. This approach would minimize differenc-
es between CBIT and nonCBIT investments, just
as it could minimize differences between debt and
equity under distribution-related integration.*°

Foreign Investors

The absence of special relief for foreign debt
investors in the CBIT prototype reflects our
judgment that elimination of the withholding tax
on CBIT dividends and interest and elimination of
the branch tax may balance the CBIT change as to
debt, recognizing that, under CBIT, foreign
investors may prefer nonCBIT debt to CBIT debt
and CBIT equity to equity under current law.

Nevertheless, either of the mechanisms de-
scribed for tax-exempt investors—a refundable
credit or the investment tax and credit mechanism
described in the preceding section—could be used
to provide relief for foreign investors. A gradual
phase-in of CBIT also would allow assessment of
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the need for
experience.

such mechanisms based on

Impact of Relief Measures for
Low-Bracket, Tax-Exempt and Foreign
Investors on the CBIT Prototype

Our recommended CBIT prototype contains
none of the relief mechanisms discussed in the
preceding sections. Adoption of any of these
mechanisms would result in a revenue loss which
would have to be recovered elsewhere in the
prototype or in other offsetting revenues not now
required by the prototype. For example, a com-
pensatory tax could be imposed. (The estimates
for the CBIT prototype in Section 13.H do not
include a compensatory tax.) In addition, the deci-
sions to eliminate the branch tax and withholding
taxes for foreign investors could be re-examined
(although such a modification would be contrary
to the goal of imposing a single level of U.S.
tax).

4.G STRUCTURAL ISSUES

Current Law Interest Deduction
Limitations Under CBIT

Under current law, interest paid or incurred
by businesses generally is deductible. In special
circumstances, however, the Code limits business
interest deductions. These limitations serve sever-
al purposes, such as treating debt instruments with
equity characteristics as equity, preventing mis-
matches in the timing of income and expense, and
preventing tax arbitrage by borrowing to purchase
tax-favored investments.

CBIT’s elimination of the deduction for
business interest by all but the smallest businesses
could allow a major simplification in the Code by
eliminating (or substantially reducing) the need
for several provisions designed to prevent exces-
sive and mismatched interest deductions. Thin
capitalization will no longer be a tax concern. We
believe the following Code sections could be
repealed or substantially reduced in scope:

® JRC § 385 (granting Treasury the authority to
define the distinction between debt and equity) and
IRC § 279 (denying deductions for equity-like debt)
would be repealed,

® JRC § 163(e)(5) and (i) (deferring interest deduc-
tions on high-yield discount obligations) and IRC §
163(j) (deferring excessive interest deductions on
certain related-party debt—the anti-earnings strip-
ping provision) would be repealed,

® JRC § 267(a)(2) (relating to matching of interest
income and deductions between related parties)
would no longer apply to interest paid by CBIT
entities,

® JRC § 469 (the passive loss rules) and IRC § 465
(the at risk rules) would have no application to
interest paid by a CBIT entity,

® IRC § 263A(f) (relating to capitalization of interest
with respect to self-constructed assets and invento-
ry) could be repealed, and IRC § 266 (the election
to capitalize interest generally) could be repealed
with respect to CBIT entities,*

® JRC § 1277 (restricting interest deductions alloca-
ble to accrued market discount) and IRC § 1282
(restricting interest deductions allocable to accrued
discount) might no longer apply to interest paid by
CBIT entities,

® IRC § 263(g) (requiring capitalization of interest
and other costs of carrying a straddle) might no
longer apply to interest paid by a CBIT entity,

® IRC § 265(a)(2) (disallowing deductions for interest
incurred to purchase obligations bearing tax-exempt
interest) might no longer apply to interest paid by
a CBIT entity,

® IRC § 265(b) (relating to disallowance of interest
deductions of financial institutions allocable to tax-
exempt obligations) and IRC § 291(e)(1)(B)(ii) (an
earlier version of IRC § 265(b) applicable for tax-
exempt obligationsacquired by financial institutions
between 1982 and 1986) could be repealed,” and

¢ JRC § 264(a)(2), (3), and (4) (denying interest
deductions on certain debts relating to life insur-
ance policies) might not apply to interest paid by
CBIT entities.

CBIT will expand the scope of provisions,
such as IRC § 265(a)(2) (which currently disal-
lows deductions for interest on indebtedness



incurred or continued to purchase or carry obliga-
tions bearing tax-exempt interest) and IRC §
265(a)(1) (which currently disallows expense
allocable to tax-exempt income other than inter-
est), to apply to taxpayers who receive CBIT
interest and dividends. While the expanded inter-
est disallowance rules would not apply to CBIT
entities, it would apply to individuals and small
business entities to disallow interest on debt
incurred or continued to purchase or carry equity
or debt of CBIT entities.* Absent such expan-
sion, much of the CBIT tax base would erode in
tax arbitrage transactions illustrated by the follow-
ing hypothetical example:

Example. Assume that, for each year of its opera-
tion, CBIT entity X earns $1 million, pays
$310,000 in regular CBIT tax and pays the remain-
ing $690,000 as a dividend to individual A, its sole
shareholder. The $690,000 is not taxable to A.

Assume that A borrowed $6,900,000 from tax-
exempt entity C at 10 percent interest per year to
purchase the X stock. If A is allowed a deduction
of $690,000 for interest paid, he can shelter up to
$690,000 in income from other sources while using
his excludable CBIT dividends to pay the interest
to C. C will pay no tax on the $690,000 in interest
it receives each year. If the $690,000 deduction
allowed to A shelters income otherwise taxable at
31 percent, $213,900 of the tax paid by X will in
effect be refunded to A. While the interest paid and
dividend received in this example are equal, they
need not be. If C is willing to loan A $10 million
against his X stock on the same terms, A’s interest
deduction, if used against other income, would
fully offset the CBIT tax X paid with respect to the
distribution to A.*

Under current law, this is simply one of many
opportunities for rate arbitrage through the issu-
ance of debt by taxable issuers to tax-exempt and
foreign lenders. CBIT, however, generally elimi-
nates businesses’ ability to pay interest to tax-
exempt and foreign lenders without the payment
of one level of tax. Thus, to prevent the erosion
of the CBIT base, it is also necessary to prevent
investor level rate arbitrage through borrowing.

Application of modified IRC § 265 would be
equally appropriate if a compensatory tax is not
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adopted and interest and dividends paid by CBIT
entities out of preference income are taxable to
investors. In either case, the potential for arbi-
trage is the same. See "Anti-abuse Rules" in
Section 2.B.

Finally, some of the interest deduction limita-
tions CBIT might eliminate may serve policies
that would continue to be important but would
require new mechanisms under CBIT. One exam-
ple is current law’s requirement that debt obliga-
tions be issued in registered form. Currently IRC
§ 163(f) denies a deduction for interest on unreg-
istered obligations for which registration is re-
quired. This sanction would have no deterrent
effect for CBIT entities because CBIT eliminates
interest deductions. Because interest received
from CBIT entities will not be taxed to the inves-
tor, the need for registration of debt instruments
of CBIT entities for tax enforcement purposes will
be greatly reduced. However, registration may be
desirable for nontax law enforcement purposes,
and replacement sanctions may be needed.*

Identifying Disguised Interest

CBIT entities and their investors will be
indifferent to the characterization of payments to
investors as either interest or dividends, because
neither will be deductible by the CBIT entity and
neither will be taxable to the investor. However,
tax tensions will remain and may be exacerbated
by CBIT with respect to rent and royalty pay-
ments and allocations between principal and
interest on the purchase of capital assets.

If the market rate of interest on CBIT debt
does not fully reflect the nondeductibility of
interest payments, it will generally be advanta-
geous to a CBIT entity to restructure such pay-
ments, where possible, into deductible rental and
royalty payments. Such a restructuring will
generally be disadvantageous to taxable recipients
since it will convert interest that is not taxed into
taxable rents or royalties. No such tension will
exist, however, if the recipient is a tax-exempt
entity or a CBIT entity that is in a net operating
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loss position. Similarly, CBIT entities can be
expected to maximize principal and minimize
interest payments on capital purchases, since asset
basis will give rise to deductible cost recovery
while interest payments are nondeductible. Again,
taxable sellers may have opposing interests de-
pending on how gains on asset sales are taxed.*
As with rents and royalties, these tensions will not
exist where the seller is tax-exempt or is a CBIT
entity with a net operating loss.

CBIT therefore will put increased pressure on
standards, such as those the Internal Revenue
Service has developed, distinguishing finance
leases (which are treated for tax purposes as loans
and hence generate nondeductible interest for a
CBIT entity) from true leases (which are
respected as such for tax purposes and hence give
rise to deductible rentals for CBIT entities).
We believe that it would be prudent in a CBIT
regime to include standards for distinguishing
interest from rents and royalties in the Code,
modeling them on existing standards, such as
those the Service has developed for leases, or on
IRC § 467, which imputes interest to prevent
uneconomic accruals of rent.*

Purchase price allocations are inherently
factual and governed by the standards of the
market. While CBIT may change the tax stakes in
such allocations, the problem presented is no
different from that confronting the Internal
Revenue Service in making fair market value
determinations under current law. We do not
" contemplate that statutory change will be needed
in this connection to implement CBIT.

The current original issue discount (OID) and
imputed interest rules may be needed in order to
distinguish interest from principal. For example,
in the case of sales of property in exchange for
debt, these rules are needed to determine the
buyer’s basis and the seller’s amount realized.*
Similarly, in the case of debt issued for cash,
these rules are needed to distinguish payments of
interest (which reduce the EDA and, when the
EDA is exhausted, are subject to compensatory
tax or investor level tax) from payments of
principal.>

Interest Not Subject to CBIT

CBIT does not dictate any change in the
current taxation of interest paid on debt issued by
a nonCBIT borrower. Thus, for example, home
mortgage interest and personal investment interest
incurred to carry nonCBIT assets would continue
to be deductible by an individual borrower to the
same extent as under current law and includable
in the income of the recipient. Nonmortgage,
personal interest would continue to be nondeduct-
ible by the borrower and includable by the lender.
State and local bond interest would generally
remain excludable from gross income to the same
extent as under current law. Interest on Treasury
debt would, as under current law, be includable in
income by the recipient.’!

One administrative issue raised by nonCBIT
debt is tracking income and deductions related to
such debt. For example, maintaining the current
law treatment for home mortgage interest, interest
on Federal debt, and debt issued by foreign and
tax-exempt entities under CBIT will require
special reporting rules to identify such interest as
includable in income and to permit it to retain its
special character when it is collected and distrib-
uted by a REMIC, REIT, or other passthrough
entity.

Under CBIT, interest earned on bonds issued
by State and local governments would retain its
current exemption from tax,’ but interest in-
come on debt issued by CBIT entities generally
would be exempt. Under CBIT, the rate of inter-
est on exempt state and local obligations may
approximate the interest rate on corporate debt of
similar risk and maturity. Thus, State and local
governments might view CBIT as eliminating the
borrowing advantage they currently enjoy relative
to corporate issuers. State and local debt would,
however, retain its advantage over Treasury and
other nonCBIT debt such as home mortgages.

Pension Funds
As Section 2.G discusses, the immediate

deduction for employer contributions to pension
plans, combined with the deferral of income to



the employee until benefits are paid, effectively
exempts the investment earnings on the contribu-
tion from tax. As a consequence, under current
law pension fund investment earnings from invest-
ments in corporate stock bear only one level of
tax—the corporate tax paid by the corporation.
Investment earnings on pension fund investments
in corporate debt, however, bear no tax at all
under current law, because corporate income used
to pay interest is not taxed at the corporate lev-
el.® Under CBIT, however, investment earnings
from both CBIT debt and equity will be taxed at
the payor level, with the consequence that pension
plans will earn an after-tax return on such invest-
ments. The introduction of CBIT thus eliminates
the deferral of tax on inside buildup.

The position of pension plan trusts under
current law could be replicated in CBIT only by
refunding the CBIT entity level tax on interest
paid to pension trusts. This step would eliminate
the need to revise pension tax rules, but would
undermine CBIT’s fundamental goals of treating
debt and equity alike and collecting a uniform tax
on business capital income regardless of the
identity of the investor.

To equate the treatment of CBIT debt and
equity investments by pension funds, we recom-
mend requiring pension trusts to maintain separate
accounts for CBIT income and other amounts,
e.g., contributions and nonCBIT income,* to
treat all distributions made each year as made
proportionately from the income of each account,
and to notify pension payees of the amount from
each account included in their pension payments.
Payees would be entitled to exclude from income
pension distributions from the CBIT income
account, thereby reducing the tax burden on cor-
porate equity investments relative to current law.

Because pension trusts will enjoy no inside
build-up advantage over other investors with
respect to the CBIT assets they hold, CBIT might
induce such trusts to alter their portfolio mix
toward nonCBIT assets. The degree to which this
occurs depends on the relationship of CBIT to
nonCBIT yields and the portfolio and diversifica-
tion advantages of particular investments.
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If a compensatory tax were not adopted,
pension funds would add only excludable CBIT
income to the CBIT income account. In general,
taxing distributed preference income at the inves-
tor level, rather than imposing a compensatory
tax, would lessen the extent to which adoption of
CBIT removes the tax-free inside build-up on
CBIT investments.

Subchapter C Recognition and Reorga-
nization Rules

As in the dividend exclusion prototype, the
CBIT prototype retains the basic rules of Sub-
chapter C governing the treatment of taxable and
tax-free corporate asset and stock acquisitions.
CBIT entity gain on asset sales would be taxable
to the CBIT entity and payment of tax on the
gains would give rise to additions to the EDA,
thereby permitting distribution of the after tax
proceeds of such asset sales to investors without
further tax. As in the dividend exclusion proto-
type, the Subchapter C reorganization rules would
be retained, and no special limitations analogous
to IRC §§ 382 and 383 would apply to the EDA.
See Section 2.F. As in the dividend exclusion
prototype, EDAs would be combined in acquisi-
tive reorganizations and allocated in divisive
transactions. Liquidations would generally be
treated as in the dividend exclusion prototype. A
liquidating entity’s EDA would generally be
allocated among equity holders in proportion to
the amount of other assets distributed to them,
and any gain would be excludable to the extent of
the allocable EDA.*

In CBIT, however, partnerships are treated as
CBIT entities. Imposing Subchapter C structural
rules on partnerships would change current law
significantly by eliminating the partnership rules
found in IRC §§ 731-732 which permit tax-free
distribution of partnership property to partners.’
While the CBIT prototype contemplates that the
existing Subchapter C recognition rules for distri-
butions ultimately should be applied to all CBIT
entities, policymakers concerned about the
implications of such a rule on changes in the
organization form of smaller CBIT enterprises
could create carryover basis exceptions to the
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Subchapter C recognition rules for smaller CBIT
entities.”’

Capital Gains, Dividend Reinvestment
Plans, and Share Repurchases

If a compensatory tax were adopted, a full
exemption of investor level gains and losses on
equity and debt could be viewed as consistent with
CBIT’s exemption of investor level tax on divi-
dends and interest. However, the fundamental
problem of capital gains taxation in CBIT is
similar to that encountered in other integration
prototypes and either resolution (to tax or to
exempt capital gains) will be controversial. See
Chapter 8. If capital gains are taxed under CBIT,
corporations might implement a dividend reinvest-
ment plan (see Chapter 9) to reduce the incidence
of double taxation on retained earnings. The
appropriate treatment of share repurchases under
CBIT also depends on treatment of capital gains.
See Section 8.E.

4. H CONDUITS
Treatment of Conduits under CBIT

Current law exempts certain organizations
from entity level tax. These entities function as
tax conduits; they either are granted complete
passthrough status or are taxed only on their
undistributed income. Partnerships generally are
granted passthrough status if they meet certain
classification tests that distinguish them from
corporations.® Certain publicly traded partner-
ships are always treated as corporations.” Regu-
lated investment companies (RICs) are taxable
corporations but are allowed a deduction for
dividends paid out of both ordinary income and
capital gains.®® A typical RIC is a mutual fund
that makes diversified investments for its share-
holders. Real estate investment trusts (REITSs) are
taxed similarly to RICs but are restricted to
investing predominately in real estate.®’ Real
estate mortgage investment conduits (REMICs)
are entities that hold fixed pools of mortgages and
have both regular interests, providing for fixed,
unconditional payments and taxed as debt, and a

single class of residual interests, taxed essentially
like equity interests in a partnership.®> Holders
of REMIC residual interests are taxed on their pro
rata share of the REMIC’s net income.

A cooperative, generally, is an organization
that transacts business with and for its patrons
(owners). Some cooperatives enjoy a limited
exemption from tax." Subchapter T cooperatives
are treated as corporations under current law but
are allowed a special deduction for patronage
dividends and per unit returns allocated to patrons
based on business activity. While this results in
effective conduit treatment of patronage distribu-
tions and allocations, other earnings of a coopera-
tive are subjected to corporate taxation.*® Typical
cooperatives include farmers’ cooperatives that
purchase farmers’ crops, sell them, and remit the
proceeds to the farmers or purchase feed and seed
for resale to farmers. Other cooperatives include
grocery, hardware, drug, book, and clothing
stores that operate on a cooperative basis.

Conduits that are not taxable entities under
current law could continue as such under CBIT or
could be treated as CBIT entities. To the extent
that a conduit holds only CBIT equity or debt, its
status as a conduit is irrelevant. A RIC, for
example, that holds only CBIT bonds would pay
no entity level tax even if it were treated as a
CBIT entity, because all of its interest income and
capital gains would be exempt from tax. Any
dividends paid to shareholders also would be
exempt from tax. Conduit status would be equally
irrelevant, whether CBIT included a compensatory
tax or instead imposed tax at the investor level on
distributions out of preference income. See
Section 4.D.

Thus, the treatment of nonCBIT income
earned by conduits is the principal issue in decid-
ing whether conduits should retain their pass-
through status. One of the principal purposes for
conduit status under current law is to provide
relief from the double tax applicable to corpora-
tions. Because CBIT subjects corporate income
only to a single level of tax, CBIT might replace
the need for conduits. In addition, retaining
conduit status for some entities would provide a



means for avoiding the CBIT regime. Conduit
status permits income to be taxed at shareholders’
rates (which, for tax-exempt shareholders, may be
zero), rather than at the CBIT rate. Thus, there
would be an incentive to have nonCBIT assets
held through a conduit rather than through a CBIT
entity.

Partnerships

The CBIT prototype treats partnerships as
CBIT entities in order to avoid perpetuating the
bias against doing business in the corporate form.
Exempting partnerships from CBIT would create
incentives for investors to choose the partnership
form whenever the tax benefits of passthrough
treatment outweighed the business costs of operat-
ing in partnership rather than corporate form.

Example. A group of investors (including some
tax-exempt organizations) is considering undertak-
ing a business venture. The investors decide to
conduct business through a partnership rather than
a CBIT entity so business income will be taxed at
the investors’ rates rather than at the CBIT rate.

By removing taxes from the determinants of
organizational form, CBIT enhances neutrality.

In general, under CBIT, partnerships that do
not qualify for the small business exception
described in Section 4.C would be taxed like
other CBIT entities. Thus, a partnership would be
subject to entity level tax each year on its earn-
ings (computed under the normal corporate tax
rules but without a deduction for interest), but
would not allocate earnings to equity holders.
Like other CBIT entities, a partnership would
maintain an EDA and would track actual distribu-
tions (rather than allocations of income) to part-
ners and interest payments on debt. Distributions
and payments in excess of the EDA would be
subject to compensatory tax (or investor level
tax).%

Subjecting partnerships to CBIT may treat
certain types of partnership income less favorably
than under current law. For example, partnership
income would be subject to tax at the CBIT rate,
rather than at the partners’ individual rates.
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Partnership losses, preference income, and foreign
tax credits would no longer pass through to
partners. Distributed preference income and
sheltered foreign source income would be subject
to compensatory tax (or investor level tax). If
these results are undesirable, policymakers may
wish to expand the class of partnerships that are
exempt from CBIT beyond the small business
exception discussed in Section 4.C. However, the
advantages of doing so should be weighed against
the costs of retaining tax incentives favoring
noncorporate forms of organization.

RICs, REITs, and REMICs

The analysis for these special purpose pass-
through entities may be somewhat different,
however. There is an argument that they should
retain conduit status because they serve an impor-
tant function as pooled investment vehicles for
small investors. To the extent that individuals and
tax-exempt organizations could purchase and hold
nonCBIT investments, e.g., home mortgages,
Treasury securities, and tax-exempt bonds, direct-
ly, they should be permitted to do so indirectly
through a RIC or REIT.

Example. A CBIT corporation would like to issue
new shares in order to purchase a new building.
Corporate earnings used to pay dividends on those
shares would, however, bear tax at the CBIT rate.
The corporation decides instead to lease its new
building from a REIT, which issues shares to fund
the purchase. As a consequence, the corporation
can deduct the payments of rent, and dividends
paid by the REIT are taxed at shareholder rates.

While the preceding example might be viewed
as avoidance of CBIT, the incentives to engage in
this form of transaction under current law are as
strong as they would be under CBIT. In addition,
given a decision to simplify CBIT by making it a
31 percent tax on all capital income, it might be
considered worthwhile to maintain investment
opportunities for low-bracket investors that will
bear tax at the investor’s tax rate rather than the
CBIT rate.* Maintaining conduit status for
RICs, REITs, and REMICs will require the
expansion of IRC § 265(a)(3) to deny such con-
duits the ability to deduct expenditures related to
the purchase or carrying of CBIT assets. With this
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modification, however, it should be possible to
retain current rules for such entities. This ap-
proach will make enforcement of the leasing
standards discussed under "Identifying Disguised
Interest" in Section 4.G particularly important in
maintaining the CBIT base.

Given the decision to treat partnerships gener-
ally as CBIT entities, it may be appropriate to
make changes in the REIT qualification rules to
allow entities with fewer than 100 shareholders
and state law partnerships to qualify as REITs for
tax purposes. This would avoid conferring an
advantage on large, corporate REITs in real estate
investing. Similar relaxation of the RIC qualifica-
tion rules might be considered.

Cooperatives

We believe the limited conduit status granted
to Subchapter T cooperatives would continue to
be the appropriate model for cooperatives under
CBIT. Cooperatives would thus be CBIT entities
but could deduct patronage dividends.® As under
current law, patronage dividends would generally
be includable in the patron’s income.

41 FINANCIAL
INTERMEDIARIES
UNDER CBIT

Financial intermediaries include depository
institutions, insurance companies, investment
banks, and other financial services entities.
Although the specific services provided by these
institutions vary, financial intermediaries generally
solicit funds from investors, depositors, and other
lenders and use these funds to make loans or to
acquire the debt and equity issues of other compa-
nies. Thus, financial intermediaries earn most of
their income in the form of dividends and interest
and tend to have substantial noninterest expense
that is incurred to produce net interest and divi-
dend income and gains on securities.

The following analysis suggests the basic
outlines of the taxation of financial intermediaries
under CBIT, although further consideration should

be given to these issues during the period CBIT is
under discussion.®’

Financial Institutions Generally

CBIT would exempt from tax much of the
income received by financial institutions because
it is received in the form of dividends and interest
from CBIT entities. In addition, if financial
institutions were treated as CBIT entities, their
interest expense would no longer be deductible.
This raises the question of how other operating
expenses of financial institutions should be treat-
ed. We have generally recommended that IRC §
265(a)(1) and (2), which operate to disallow
deductions and interest allocable to tax-exempt
income, be extended to cover investment in equity
and debt of CBIT entities. Given the large portion
of financial institution income that can be expect-
ed to come from CBIT investments as well as
from tax-exempt State and local government
bonds, this general rule would operate to disallow
a significant portion of their operating expenses if
deductions for such expenses were not allowed.

This effect is likely to be less significant for
direct lenders such as banks and finance compa-
nies because they would no doubt begin to charge
fees (rather than interest) to cover the costs of
making a loan (as contrasted with the institution’s
cost of funds). Indeed, provisions requiring the
borrower to pay the lender’s transaction costs
such as attorney’s fees, filing fees, survey and
appraisal expenses, inspection costs and similar
items are already a common feature of negotiated
loan transactions. The advantage of converting
interest income into fee income would be that a
CBIT borrower could deduct fees but not interest.
Although the fee income will be includable in the
income of the CBIT lender, the lender will be
permitted to deduct operating expenses against
such income without disallowance under expanded
IRC § 265. Thus, recharacterizing interest income
as fees may permit better matching of a financial
institution’s income and expenses. This strategy,
however, is likely to be less successful with
respect to publicly traded instruments of CBIT
entities, where the intermediary, in many



instances, will be unable to negotiate borrower fee
payments to cover its operating expenses. Given
the prevalence of commissions and fees in the
compensation paid to investment banks and securi-
ties trading entities, however, it may be that
market adjustments in these amounts would solve
the problem for these entities.

For revised IRC § 265(a) rules to function as
described in this section, mechanical provisions
which match operating expenses with related fee,
commission, and reimbursement income will be
necessary. In particular, a proportional allocation
rule such as that found in current IRC § 265(b)
would produce inappropriate results if CBIT
income were included in the fraction. Instead,
financial institutions should be allowed to allocate
operating expenses fully to offset fee income. To
the extent that fee income is insufficient to cover
operating expenses, the residual expenses would
be allocated between CBIT and nonCBIT income
under the pro rata rule of IRC § 265(b) and the
portion allocable to CBIT income could be
disallowed under IRC § 265(a).

Alternatively, financial institutions could be
exempted from the disallowance rule of expanded
IRC § 265(a) with respect to their operating
expenses.® This approach would increase the
incentive for such institutions to generate suffi-
cient nonCBIT income (through investments in
Treasuries, home mortgages, consumer debt, and
leasing activities) to absorb fully the portion of
their operating expenses in excess of their fee
income. QOur analysis indicates that most financial
institutions currently hold enough nonCBIT debt
to achieve this result; accordingly, the impact of
such an approach on actual investment patterns is
likely to be minimal. However, there is no rela-
tionship between the nonCBIT income and the
expenses related to CBIT investments; hence, the
allowance of a full offset may reduce other in-
come, rather than matching nonCBIT income.%

Savings and Loan Associations
Savings and loan associations (S&Ls) must

invest heavily in home mortgages to maintain
their qualification for special tax rules. Assuming
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these requirements were maintained under CBIT,
S&Ls would receive primarily taxable income but
receive no deduction for interest paid to deposi-
tors. There should be a significant spread, howev-
er, between the interest rates paid on home mort-
gages (because recipients will pay tax on such
interest) and the interest rates paid to depositors
(because the depositor will not be subject to tax
on interest received from the S&L as a CBIT
entity). This spread may be sufficient to allow
S&Ls to satisfy their CBIT liabilities, and, if so,
no special rules will be needed. Again, a gradual
transition to CBIT would allow policymakers to
study the observed impact of CBIT before finally
resolving structural decisions. Because the need
for a special rule for S&Ls is not clear, the CBIT
prototype does not include such a rule.

If experience proves that the rate differential
between interest on home mortgages and interest
on CBIT deposits is insufficient to allow S&Ls to
operate successfully, consideration could be given
to allowing S&Ls to'issue certificates of deposit
that would bear taxable interest to the recipient
and deductible interest to the S&L. Even such a
limited provision would undermine somewhat the
tax parity between debt and equity achieved by
CBIT, however, and should be adopted only if it
proves necessary.”

Insurance Companies

Under the CBIT prototype, insurance compa-
nies would be CBIT entities.”! Like other CBIT
entities, they would not be allowed a deduction
for interest paid, but distributions to shareholders
and creditors would not be taxed to the recipi-
ents.”” Under CBIT, IRC § 809 (which Congress
intended to equalize the treatment of stock and
mutual companies’ equity returns) would be
repealed, since equity returns from both stock and
mutual companies would be exempt to the recipi-
ent under CBIT. In both types of companies,
payment of tax on earnings from surplus would
give rise to an EDA permitting distributions free
of further tax to investors. Distributions in excess
of the EDA would trigger the compensatory tax
or an investor level tax, but would preserve the
equal treatment of investors.
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CBIT will, however, require an adjustment in
the deduction permitted insurance companies for
annual additions to reserves. Under current law,
tax reserves are calculated on a discounted basis.
Accordingly, the deduction for reserve additions
each year consists of two components: (1) the
discounted present value of amounts required to
fund future casualty and benefit payments plus (2)
the expected return for the year on reserve funds.
This system permits companies to claim deduc-
tions currently rather than deducting the entire
loss or claim when paid. The difference between
the present value of such losses or claims and the
full (or nominal) value of such payments is de-
ducted each year as expected return until the loss
or claim is actually paid. The rate used to com-
pute expected return under current law is based
on the applicable Federal rate (AFR), which
reflects a taxable rate of return.

Under CBIT, reserves would be calculated
with a blended market interest rate, which would
be a prorated average of a taxable nonCBIT rate
and a non-taxable CBIT rate, according to the
mixture of assets held by each insurance compa-
ny. To the extent that reserve assets are invested
in CBIT securities, no deduction to shield expect-
ed return on CBIT entity dividends and interest
received by an insurance company would be
appropriate because such amounts would not be

included in its income and would increase the
insurance company’s EDA. Accordingly, insur-
ance companies would be required to maintain
CBIT and nonCBIT income accounts similar to
those of pension funds under CBIT. As with
pension funds, insurance companies would be
required to treat their expected return on reserves
as arising pro rata from the CBIT and nonCBIT
income accounts. An annual deduction for expect-
ed return would be permitted only to the extent
attributable to nonCBIT income. As a result of
this modification, insurance companies should
neither obtain new benefits nor lose current law
benefits with respect to their nonCBIT invest-
ments. While insurance companies would pay no
tax on dividends and interest received from CBIT
entities, they would enjoy no advantage over other
investors in this respect.

The prototype’s preservation of reserve deduc-
tions to prevent entity level taxation of the inside
build-up (the income earned on reserves held in
nonCBIT assets) may be regarded as inconsistent
with the neutrality principles underlying CBIT,
since the prototype may lead insurance companies
to prefer nonCBIT investments which benefit from
this advantage. We believe, however, that a dif-
ferent rule is not necessary for CBIT to function
effectively and would require reversal of long-
standing policies underlying insurance taxation.



PART III: PRINCIPAL ISSUES

INTRODUCTION

Each of the systems of corporate integration
considered in this Report would move the U.S.
tax system in the direction of more neutral taxa-
tion of capital income and, in so doing, reduce
current tax-induced distortions in the allocation of
capital. All the systems of corporate integration
would substitute a single level of tax for the
existing two level classical corporate tax system.
The CBIT prototype also would eliminate tax
distortions in the choice between corporate and
noncorporate forms of business organizations by
taxing all business income uniformly, at entity
level tax rates.

Each of the systems of corporate tax integra-
tion is economically equivalent if income earned
by corporations and individuals were taxed at the
same tax rate, all income earned by corporations
were treated the same, and all investors were
taxed at the same tax rates.' But they are not.?
The existence of differing tax rates among indi-
viduals and between corporations and individuals,
tax preferences for a variety of kinds of income
and deductions, domestic tax-exempt and foreign
suppliers of capital, and foreign source income
earned by U.S. corporations create significant
differences among basic systems of integration.
These circumstances also raise fundamental
structural issues that must be addressed within the
context of each of the integration systems. How
these issues are resolved in an integrated corpo-
rate tax system significantly affects the choices
among the basic integration alternatives and,
ultimately, the efficacy of the method chosen in
reducing or eliminating the distortions associated
with the classical corporate tax system.

Transition rules also must be addressed in any
integration proposal. The speed and administrative
ease with which integration can be implemented,
the degree of distortion experienced during the
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transition period, and the revenue impact of
different rules may affect the feasibility and the
desirability of different integration prototypes.

These issues raise important and controversial
issues of tax policy apart from their effects in
structuring an integrated corporate tax system.
Current law reflects compromises among goals of
economic efficiency, equity in taxation, and other
political, social, or economic policy goals (includ-
ing furthering, for example, specific categories of
investment) as well as the coordination of taxation
across international borders.

The appropriate connection between such
policy considerations and the construction of an
integrated corporate tax system is further compli-
cated because the Internal Revenue Code to date
has addressed questions concerning tax preferenc-
es, tax-exempt suppliers of corporate capital,
international considerations, and tax rates only in
the context of a classical corporate tax system, not
within the structure of an integrated system.
Indeed, in some cases, provisions of current law
have been enacted, at least in part, to redress the
burdens of the classical corporate tax. Therefore,
the treatment of these specific issues under current
law may or may not be the appropriate benchmark
for resolving the issue under an integrated system.
On the one hand, current law tax rules have had
a major impact on economic decisions and have
shaped a wide variety of existing financial ar-
rangements; care must be exercised so unwar-
ranted disruptions do not occur in moving to an
integrated corporate tax system. On the other
hand, the resolution of these issues may have
considerable influence on the degree of success of
an integrated corporate tax system in removing
the distortions of the existing system. Our task,
therefore, has been to approach these issues in a
manner that advances this Report’s fundamental
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objective—more neutral taxation of capital in-
come—where practical, without demanding that a
move from a classical to an integrated corporate
tax system be accompanied by a comprehensive
reevaluation of such fundamental issues as the
treatment of tax preferences or international
business transactions.

Although this part discusses these issues as
discrete topics, they are often interrelated. For
example, decisions regarding the use of tax
preferences may affect decisions concerning the
treatment of tax-exempt shareholders, and deci-
sions concerning tax-exempt shareholders may
influence policies regarding foreign investors.



CHAPTER 5: TREATMENT OF TAX PREFERENCES

Under current law, the Code provides favor-
able treatment that is generally recognized as
deviating from standard accounting rules for
particular items of income or expense.! These tax
preferences may take the form of exclusions of
income or preferential rates for items of income,
accelerated deductions or deferred income recog-
nition rules or credits. Some preferences (like the
exclusion for interest on certain state and local
bonds) create a permanent reduction of tax liabili-
ty. However, most corporate preferences (like
accelerated depreciation) offer deferral of tax,
rather than outright exemption.

Under current law, there are two mechanisms
for restricting the use of business tax preferences:
the earnings and profits rules and the corporate
and individual minimum tax provisions. The
earnings and profits rules define the pool of
corporate earnings that is taxable as dividends
(rather than as a return of basis or as capital gain)
when distributed to shareholders. Earnings and
profits are calculated to include most corporate
tax preferences. Thus, income that is tax-pre-
ferred at the corporate level is generally subject to
tax when it is distributed to noncorporate share-
holders.? Thus, under current law, tax preferenc-
es may provide corporations with retainable, but
not necessarily distributable, tax-preferred funds.

A strengthened minimum tax for both individ-
uals and corporations was a central feature of the
Tax Reform Act of 1986. Under current law, the
alternative minimum tax (AMT) is payable only if
the computation of the minimum tax produces a
tax greater than the tax due under the regular
computation. For individuals, the AMT is im-
posed at a 24 percent rate on an expanded tax
base that includes most tax preference items. In
the case of corporations, the AMT is imposed at
a 20 percent rate on a tax base that includes a
broad list of tax preference items. The corporate
minimum tax serves to limit the capacity of tax
preferences to reduce tax on retained, as well as
distributed, earnings.
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The expanded tax bases for the AMT and the
relatively narrow rate differentials between the
regular and minimum’ taxes make the minimum
tax provisions of current law a powerful revenue
source with widespread impact on the tax plan-
ning of both high-income individuals and corpora-
tions. If the corporate AMT were repealed, a
significant increase in the corporate tax rate would
be required to offset the revenue loss. The mini-
mum tax provisions not only raise revenue direct-
ly but also serve to increase the regular income
tax paid by individual and corporate taxpayers
who limit their use of preferences to avoid being
subject to the AMT.

In integrating the corporate and shareholder
income tax systems, the fundamental question
about tax preferences is the continuing role of
limitations on corporate tax preferences. Some
commentators have suggested that integration
implies giving to shareholders tax reductions due
to corporate level tax preferences.’ They argue
that if integration is to achieve tax neutrality
between corporate and noncorporate investments,
extending preferences to shareholders is appropri-
ate. The cost of not extending to shareholders
preferences that are available to noncorporate
businesses is retaining a bias against the corporate
form for any activities that are granted tax prefer-
ences. Such activities will tend to be performed
by noncorporate firms. As discussed in Chapter 1,
an economic loss results to the extent that such
activities could be carried on by corporations at
lIower costs.*

With respect to deferral preferences, such as
those permitting rapid depreciation or amortiza-
tion of capital expenditures, some analysts regard
distribution of the related income to shareholders
as the appropriate occasion for ending tax deferral
and view the earnings and profits provisions of
current law as appropriately serving that function.
Retaining the approach of current law and taxing
preferences when distributed to shareholders
would continue some disadvantages for
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distributed, as opposed to retained, earnings, but
this could be mitigated by treating distributions as
coming first from fully-taxed income. Where
corporate tax preferences are intended to alleviate
the classical system’s double taxation of equity
income, they serve no function in an integrated
system and, at a minimum, should not be passed
through to shareholders. Some analysts, for
example, consider the reduced rate on the first
$100,000 of corporate income as a tax preference
intended to reduce the degree of double taxation
for small corporations that decline to elect (or are
ineligible for) S corporation status.

In addition, there are substantial revenue costs
to extending corporate level preferences to share-
holders just as there are in cutting back on the
AMT.? The revenue cost of extending preferenc-
es to shareholders or limiting the impact of the
AMT would increase the cost of corporate inte-
gration, require higher tax rates to produce equiv-
alent revenues, and, in effect, increase the value
of tax preferences relative to taxable income.
Maintaining current law restrictions on tax prefer-
ences would reduce the need to raise tax rates and
thus reduce the efficiency costs associated with
such rate increases.® Hence, the issue of the
proper treatment of preferences involves a com-
parison of these possible costs with the benefits
provided by the preferences in an integrated
world.

Finally, if a goal of integration is to tax
corporate income once, corporate tax preferences
should not be extended to shareholders. In an
integrated system, extending preferences to share-
holders may eliminate both the individual level
and the corporate level tax. Foreign systems
generally do not allow corporate preference
income to be distributed tax-free to shareholders.
Belgium, Canada, Denmark, and Japan are
exceptions.’

Integration of the corporate and individual tax
systems provides an opportunity to review both
corporate and noncorporate tax preferences to

determine whether they are justifiable in an
integrated system, but such a comprehensive
review of tax preferences is beyond the scope of
this Report. This Report concludes, however,
that, where practical, integration of the corporate
tax should not become an occasion for expanding
the scope of tax preferences. Neither equity nor
economic efficiency would be enhanced by such
an expansion.

In practice, this conclusion implies that in a
distribution-related integration prototype, specific
mechanisms must be devised to play a role similar
to the eamings and profits provisions of current
law to ensure that preferences are not extended to
shareholders. Similarly, the role and function of
both the corporate and individual AMT must be
reexamined to prevent the extension of the scope
of current tax preferences.

A simple dividend exclusion or shareholder
imputation credit method of distribution-related
integration will not produce the desired result with
respect to preference income.® Integrated tax
systems outside the United States that do not
extend corporate tax preferences to shareholders
have principally relied on either or a combination
of two mechanisms.® The first is an imposition of
corporate level tax on the distribution of prefer-
ences through a compensatory tax system.!® The
second is a tracing mechanism or overall limita-
tion that restricts the amount of relief from tax at
the shareholder level to actual corporate level
taxes paid.!! The limitation mechanism elimi-
nates the benefit of preferences on distributed
income by imposing tax at the shareholder rate on
distributed preference income. The two methods
can vary significantly when the shareholder tax
rate differs from the corporate tax rate, and
would, for example, impose very different tax
burdens on distributions of corporate preference
income to tax-exempt shareholders. !

The choice between the two mechanisms is a
close one and a different alternative may be more
appropriate depending on the method of



integration adopted. In the distribution-related
integration prototypes described in this Report, we
have recommended limiting tax relief at the
shareholder level to the amount of corporate taxes
paid and imposing shareholder level tax on
distributed preferences. Under the dividend
exclusion prototype, this is accomplished by
requiring corporations to keep an account limiting
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excludable dividends.'® In CBIT, this mechanism
also is possible; on the other hand, since all tax is
paid at the entity level, a compensatory tax may
have more appeal.’* We conclude that it is not
practical to attempt to retain the current law tax
on distributed preference income under the share-
holder allocation prototype.'*



CHAPTER 6: TAX-EXEMPT AND TAX-FAVORED INVESTORS

6.A INTRODUCTION

Current law defines many different types of
tax-exempt entities (including pension funds,
charities, hospitals, educational institutions and
business leagues) and imposes various conditions
in order for them to obtain or retain their tax-
exempt status (including nondiscrimination rules,
minimum payout requirements, limitations on
maximum contributions and restrictions on invest-
ments). Tax exemption is generally limited to
income received by the entity that is either passive
in nature or substantially related to an exempt
function.

Tax-exempt entities may be grouped into two
general categories. One group, which includes
pension funds, 401(k) plans, and similar plans
(collectively, pension funds), is characterized by
an exempt entity that holds claims to property on
behalf of specific individuals, with the earnings of
the fund untaxed as earned but taxed when distrib-
uted to the individuals. The second group, which
includes charities, hospitals, educational and
religious institutions, is characterized by invest-
ment income that does not inure to the benefit of
any particular individuals.'

Tax exemption provides both groups with a
higher after-tax rate of return on investment
income than if the earnings were currently tax-
able. Retirees receive higher after-tax retirement
income than if pension fund earnings were taxed
currently or they had invested in taxable savings
plans themselves, and charities and educational
institutions can provide more services or activities
than if the income on their assets were taxable.
Despite the differences in the mechanics of taxing
pension funds and other exempt entities, the
present value benefit is the same. The pension
fund tax exemption, employer deductibility of
contributions to the fund and deferral of employee
tax is equivalent to simply exempting from in-
come tax the pension fund’s investment income.>
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The Code exempts these entities from income
tax on all receipts other than net income from a
business unrelated to the entity’s exempt purpose.
Such unrelated income, whether earned directly or
through a partnership, is subject to the unrelated
business income tax (UBIT), which generally is
calculated under the regular corporate income tax
rules.® The tax generally applies only if the
business income is unrelated to the organization’s
exempt purpose. Thus, engaging in a particular
activity might result in the imposition of UBIT on
one type of exempt organization but not on anoth-
er. The Federal Government and State and local
governments or their instrumentalities (except
colleges and universities) are exempt from all tax
including UBIT. The Code explicitly excludes
income from certain passive investments from
UBIT, including dividends, interest, rent from
real property, royalties, and gains from the sale of
capital assets. Despite the general exclusion,
passive income generally is subject to UBIT to the
extent that it is financed with debt.

The tax-exempt sector plays a major role in
U.S. capital markets, and in the corporate capital
market in particular. At the end of 1990, pension
funds and other exempt organizations held over
one-quarter of total financial assets in the United
States (Table 6.1). Holdings of the tax-exempt
sector represented even larger fractions of corpo-
rate equity and corporate debt—approximately 37
percent of directly held corporate equity and 46
percent of outstanding corporate debt.

Pension funds dominate tax-exempt sector
corporate investments, holding more than one-
quarter of all directly held corporate stock and
more than two-fifths of corporate bonds. Figure
6.1 illustrates the dramatic growth in the share of
corporate debt and equity held by pension funds
since the 1950s. As the share of corporate capital
held by pension funds has grown, an increasing
share of the associated corporate income has
avoided the investor level tax.
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Table 6.1
Financial Assets of the Tax-Exempt Sector
End of Year 1990

Total Credit Mar- Corporate Equity  Corporate Debt’
ket Assets’
(billions (billions (billions
of dollars)(percent) of dollars) (percent) of dollars) (percent)
Foreigners 1,636 12 218 6 203 12
Pension Funds® 2,695 19 967 28 722 44
IRAs & Keoghs* 560 4 141 4 11 1
Nonprofit Institutions® 515 4 130 4 10 1
Total Tax-Exempt Sector 5,450 39 1,457 43 946 58
Total All Sectors 13,996 100 3,416 100 1,629 100

Department of the Treasury

Office of Tax Policy

Total Credit Market Assets: total credit market debt owed by domestic nonfinancial
sectors plus corporate equities (excluding mutual funds).

2Corporate Debt includes some foreign bonds. The total amount includes bonds held
by the financial sector.

5Pension Funds include private pension funds (including Federal Employees
Retirement Thrift Savings Fund), state and local government employee retirement
funds, and pension fund reserves held by life insurance companies.

“Individual Retirement Accounts (IRAs) and Keogh accounts: figures estimated.

SNonprofit institutions include charitable, educational, and similar institutions.
Estimated as percent of household holdings in Flow of Funds.

Sources: Federal Reserve Board, Flow of Funds (March 1991 revised); Investment
Company Institute, Mutual Fund Fact Book (1991), p. 60; and Office of Tax Policy
calculations.

Figure 6.1
Pension Fund Holdings of Corporate Capital, 1950-1990
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Sources: Hoffman (1989) and calculations based on Federal
Reserve Board, Flow of Funds (March 1991 revised).

Under current law, tax-
exempt investors, in fact,
are not exempt from the
corporate level tax on
income from their corporate
equity investments.
Although dividends paid to
tax-exempt shareholders are
not taxed to the recipients,
the earnings attributable to
such investors are taxed at
the corporate level whether
or not distributed. By con-
trast, corporate earnings
paid to tax-exempt investors
as interest escape both the
corporate level tax and the
investor level tax.

The fundamental ques-
tion addressed here is
whether under an integrated
tax system this treatment of
corporate income of tax-
exempt investors should
continue, or, alternatively,
whether tax-exempt inves-
tors should be subject to a
tax increase or receive a tax
reduction from integration.
The current level of taxa-
tion of corporate equity
income received by tax-
exempt investors can be
retained under integration
as demonstrated in this
Report. Integration does not
necessarily require either an
increase or a reduction in
tax on income from capital
supplied by tax-exempt
entities to corporations.

On the other hand,
corporate integration pres-
ents an opportunity to
reexamine the incentives
under current law for tax-
exempt investors to prefer



debt rather than equity investments in corpora-
tions. The specific question raised by corporate
integration is whether the current distinction in the
treatment of corporate equity investments by tax-
exempt entities (which bear the corporate, but not
the shareholder level tax) versus corporate debt
investments (which bear neither corporate nor
debtholder level tax) should be retained or de-
creased. An integration system best fulfills its
goals if it provides uniform treatment of debt and
equity investments by tax-exempt investors.
Equating the tax treatment of debt and equity will
require either an increase or decrease in the taxes
on corporate capital supplied by tax-exempt
investors or the introduction of a separate tax on
investment income of these investors. As Sec-
tion 6.D discusses, such a tax could be designed
to maintain the current level of tax on income
from corporate capital supplied by tax-exempt
investors while equalizing the treatment of debt
and equity.

6.B DISTORTIONS UNDER
CURRENT LAW

Current law encourages tax-exempt investors,
like taxable investors, to invest in debt rather than
equity. Only two types of income from capital
supplied to corporations by tax-exempt entities are
actually tax-exempt. Interest paid by corporations
is both deductible by the corporate payor and
exempt from tax in the hands of the tax-exempt
recipient. Corporate preference income distributed
to tax-exempt shareholders also is exempt from
tax at both the corporate and the shareholder
level.* Non-preference income is taxed at the
corporate level, but is not taxed at the shareholder
level whether it is received by the exempt investor
as capital gains from the sale of shares or as
dividends from distributions. Thus, under current
law, corporate income paid to tax-exempt inves-
tors in the form of interest is not taxed at either
the corporate or investor level, while non-prefer-
ence income retained or distributed to tax-exempt
shareholders is subject to tax at the corporate
level.

Current law does not, however, encourage
tax-exempt investors to invest in equity of
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noncorporate rather than corporate businesses, be-
cause, in both cases, the income is subject to one
level of tax. While corporate income (other than
preference income) allocable to tax-exempt share-
holders is subject to tax at the corporate level, the
noncorporate unrelated business income of tax-
exempt investors generally is subject to UBIT.’
For tax-exempt investors who invest in equity,
current law generally also does not affect their
preferences for distributed or retained earnings.
Because corporate income (other than preference
income) is subject to current corporate level tax
and both distributed and retained earnings are
exempt from tax at the shareholder level, a tax-
exempt shareholder has no tax incentive to prefer
distributed earnings over retained earnings.

6.C NEUTRALITY UNDER AN
INTEGRATED TAX SYSTEM

Because of the asymmetric treatment of debt
and equity investments by tax-exempt entities
under current law, an integrated system can
achieve neutrality between debt and equity invest-
ments for tax-exempt investors only by either
decreasing the tax burden on equity income or
increasing the tax burden on interest. A straight-
forward decrease in the tax burden on equity
investments might be accomplished by removing
the corporate level tax on earnings distributed as
dividends to tax-exempt investors. A deduction
for corporate dividends, for example, would
achieve this result. The contrary approach might
subject interest income on corporate debt earned
by tax-exempt investors to one level of tax (at
either the corporate or the investor level).

The first approach, taxing neither dividends
nor interest paid to tax-exempt investors, would
lose substantial amounts of tax revenue relative to
current law. Extending the benefits of integration
to tax-exempt investors would add costs of ap-
proximately $29 billion annually under distribu-
tion-related integration and approximately $42
billion annually under shareholder allocation. This
revenue loss would increase the costs of integra-
tion and would require offsetting increases in
other taxes or in tax rates, which might create or
increase other distortions. This approach also
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would distort the choice between corporate and
noncorporate investment for tax-exempt investors
if UBIT remained in place for noncorporate
investment. If corporate dividends were tax-
exempt at both the corporate and investor level,
while earnings from businesses conducted directly
or in partnership form were subject to UBIT, a
tax-exempt investor would always prefer corpo-
rate dividends. Indeed, anti-abuse rules might be
required to preclude tax-exempt organizations
from avoiding UBIT altogether simply by incorpo-
rating their unrelated businesses.

The second approach, taxing both interest and
dividends at a single rate, would reduce the
current advantage of tax-exempt investors relative
to taxable investors. Tax-exempt investors would
no longer enjoy an after-tax return on a given
corporate equity or debt investment higher than
that available to taxable investors. The principal
advantage of this approach is that it would equate
the treatment of debt and equity while maintaining
the neutrality between corporate and noncorporate
equity for tax-exempt investors.®

6.D GENERAL
RECOMMENDATIONS

This Report recommends that a level of
taxation at least equal to the current taxation of
corporate equity income allocated to investments
by the tax-exempt sector be retained under inte-
gration. The dividend exclusion prototype, de-
scribed in Chapter 2, essentially continues present
law treatment of tax-exempt investors under an
integrated tax system, so fully-taxed corporate
profits would continue to bear one level of tax
and preference income would not be taxed at
either the corporate or shareholder level.” A
similar result can be accomplished under an
imputation credit system of integration, but a
dividend deduction system would eliminate the
current corporate level tax on distributed earnings
on equity capital supplied by tax-exempt inves-
tors.® Under the shareholder allocation prototype
described in Chapter 3, taxes are collected at the
corporate level on corporate income allocable to
investment by tax-exempt shareholders and no
refund is provided to nontaxable shareholders.

Maintaining one level of tax on equity invest-
ments by tax-exempt entities would promote one
of the primary goals of integration: achieving tax
neutrality for all investors between corporate and
noncorporate investments. This choice is consis-
tent with a move to integration for taxable share-
holders, because choosing to reduce the double
tax burden on corporate income distributed to
taxable investors does not necessarily dictate a
commensurate reduction in the tax burden on tax-
exempt investors. Finally, continuing to tax equity
investments by the tax-exempt sector avoids the
revenue loss that would result if such investments
were completely tax-exempt. Increasing other tax
rates to compensate for such a revenue loss would
entail other inefficiencies.

Some countries that have adopted integration
have chosen to tax separately corporate and other
income allocable to tax-exempt investors. For
example, in moving to an integrated corporate
tax, Australia and New Zealand imposed a tax on
the income of pension funds, thus reducing the
number of tax-exempt investors. In both coun-
tries, the remaining tax-exempt investor base,
such as charities, is small. Australia imposed a 15
percent tax on investment income earned by
pension funds and made available the full 39
percent imputation credit from dividends as a
nonrefundable offset. Australia did not project
collecting more than a token amount of tax from
this tax on investment income: it devised the
mechanism to remove distortions between invest-
ing in domestic corporations (which pay Austra-
lian tax) and investing in foreign corporations
(which generally do not). The new Australian
system also removes distortions between investing
in equity and investing in debt. New Zealand went
further and repealed entirely the tax exemption of
pension funds; they now function basically as
taxable savings accounts. Under the U.K. distri-
bution-related integration system, the corporate
level tax is not completely eliminated, with the
consequence that income distributed to tax-exempt
shareholders bears some tax burden.’

This Report also encourages an effort to
achieve uniform tax treatment of corporate debt
and equity investments by tax-exempt investors.



Because of the important role played by the tax-
exempt sector in the capital markets, failing to
create neutrality for debt and equity investments
by the tax-exempt sector would limit the extent to
which integration could achieve tax neutrality
between the two kinds of investments. This is
achieved under CBIT by treating tax-exempt
shareholders and debtholders generally like other
suppliers of corporate capital, with tax imposed at
the corporate level.'°

One potential alternative approach would tax
all corporate and noncorporate income allocable to
investment by the tax-exempt sector at a rate
lower than the rate applicable to taxable inves-
tors.!! Such a tax on the investment income,
including dividends and interest income, received
by tax-exempt entities could be set to achieve
overall revenues equivalent to those currently
borne by corporate capital supplied by the
tax-exempt sector. Under the imputation credit
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prototype discussed in Chapter 11, for example,
imputation credits for corporate taxes paid would
be allowed to tax-exempt shareholders. To the
extent that the credit rate exceeds the tax rate on
investment income, the excess credits could be
used to offset tax on interest or other investment
income. In addition to the substantial advantage of
equating the tax treatment of debt and equity held
by such investors, such an approach would allow
tax-exempt investors to use shareholder level
credits for corporate taxes paid to the same extent
as taxable shareholders.’””? By doing so, this
approach would limit both portfolio shifts and
other tax planning techniques that might otherwise
be induced by efforts to distinguish among taxable
and tax-exempt investors in integrating the corpo-
rate income tax. A revenue neutral rate for such
a system would be in the range of 6 to 8 percent
depending on the prototype.’* This would ap-
proximate the current law corporate tax burden on
investments by tax-exempt shareholders.



CHAPTER 7:
TREATMENT OF FOREIGN INCOME AND SHAREHOLDERS

7.A INTRODUCTION

International issues are important in designing
an integrated tax system because there is substan-
tial investment by U.S. persons in foreign coun-
tries (outbound investment) and investment by
foreign persons in the United States (inbound
investment). At the end of 1990, private U.S.
investors owned direct investments abroad with a
market value of $714 billion, and $910 billion in
foreign portfolio investment, while private foreign
investors owned $530 billion in direct investment
in the United States and $1.34 trillion in U.S.
portfolio investment. U.S. investors received a
total of $54.4 billion of income from their direct
investments abroad in 1990, and $65.7 billion of
income from their foreign portfolio investments,
while foreign investors received $1.8 billion from
their direct investments in the United States in
1990 and $78.5 billion from their U.S. portfolio
investments.

The income from transnational investments
may be taxed by both the country in which the
investment is made (the host or source country)
and the country of residence of the investor (the
residence country). The United States uses two
primary instruments for mitigating the potential
problem of double taxation: the foreign tax credit
and bilateral income tax treaties entered into
between the United States and about 40 other
countries.

Taxation of foreign investment by U.S. inves-
tors. The United States taxes the worldwide

income of its residents.! The U.S. tax on income
earned by U.S. corporations or individuals
through foreign corporations is generally deferred
until such income is repatriated through dividend
or interest payments to U.S. shareholders or
creditors.?

The United States allows taxpayers to claim a
foreign tax credit for qualifying foreign income
taxes paid (the direct foreign tax credit). Current
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law also allows corporate taxpayers that receive
dividends (or include Subpart F income) from at
least 10-percent owned foreign subsidiaries to
claim a foreign tax credit for a ratable portion of
the qualifying foreign taxes paid by the subsidiary
on the income from which the dividends are paid
(the indirect foreign tax credit). The portion of
the foreign taxes which taxpayers may claim as an
indirect credit is proportional to the fraction of the
earnings of the foreign subsidiary distributed or
deemed distributed. The dividend income for U.S.
tax purposes is grossed up by the amount of the
direct and indirect credits claimed.? The indirect
foreign tax credit, like the dividends received
deduction available domestically, prevents multi-
ple taxation of corporate profits at the corporate
level.

The Code limits the maximum foreign tax
credit to prevent the foreign tax credit from
offsetting taxes on domestic source income.
Separate limitations apply to several different
kinds of foreign source income (baskets) in order
to restrict the use of foreign tax credits from high-
taxed foreign source income against low-taxed
foreign source income. For each basket, the Code
limits the amount of foreign taxes paid on income
in that basket which a taxpayer may claim as a
credit in the current year to a fraction of the
taxpayer’s pre-credit tax on worldwide income in
the same basket. The fraction is the ratio of the
taxpayer’s foreign source taxable income in the
basket to the taxpayer’s total worldwide taxable
income in the same basket. Credits that a taxpayer
cannot use in a given year because of the limita-
tions may be carried back two years or forward
five years. Additional limitations apply to taxpay-
ers subject to the alternative minimum tax.

Taxation of foreign investors. The taxation of
U.S. investment income of foreign individuals or
corporations generally depends upon whether they
are engaged in a trade or business in the United
States. Foreign corporations and individuals
engaged in a U.S. trade or business generally are
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taxed on their net business income under the same
rules that apply to a U.S. corporation or citizen
engaged in the same business.

The treatment of domestic and foreign inves-
tors differs, however, at the shareholder and
creditor level. Foreign investors not engaged in a
U.S. trade or business are not subject to the
individual or corporate income tax.* Instead,
subject to significant exceptions noted below, they
are subject to a 30 percent withholding tax on
their gross dividend, interest and other income.
Capital gains realized by a foreign investor on the
sale of stock or securities (except stock in certain
U.S. corporations owning U.S. real property)
generally are exempt from tax.

The Code exempts from the 30 percent with-
holding tax qualified portfolio interest and interest
earned by foreign investors on U.S. bank depos-
its. Interest does not qualify as portfolio interest
if the investor has a 10 percent or greater equity
interest in the borrower or is a controlled foreign
corporation related to the borrower or if the
interest is paid on a bank loan made in the ordi-
nary course of a banking business.

Under bilateral tax treaties, interest (if not
already exempt) and dividends and other income
paid to residents of a treaty country may qualify
for a significantly reduced rate of withholding tax.
The reduced rate of withholding tax applicable to
dividends is often 15 percent and may be as low
as 5 percent on dividends distributed by a U.S.
subsidiary to a foreign direct corporate investor.
Tax treaties may reduce the rate of withholding
on otherwise taxable interest income paid to
foreign investors (in particular, related foreign
investors) to 5 or 10 percent or, in many cases,
Zero.

The current U.S. tax treatment of cross-border
investment generally reinforces the biases created
by other features of the classical system of corpo-
rate taxation: against equity compared to debt and
for retention rather than distribution of corporate
earnings. Statutory exemptions for cross-border
interest payments, together with more favorable
treaty provisions for interest than for dividends,

reinforce the bias against equity. Likewise, the
potential for deferral of U.S. tax liability on non-
Subpart F income reinforces the bias towards
retention of such income by foreign
subsidiaries.

The major international issues that must be
addressed in any integrated system are:

® Should foreign taxes paid by U.S. corporations be

treated identically to taxes paid to the U.S. Govern-
ment? If so, the foreign tax credit for corporate

taxes paid, in effect, would be extended to share-
holders. As a consequence, income that is taxed
abroad at a rate equal to or greater than the U.S.
tax rate would not be subject to U.S. tax either at
the corporate level or at the shareholder level.

® Should the benefits of integration be extended to
foreign shareholders? If so, income allocable to (or

paid to) foreign shareholders would be subject to
only one level of U.S. tax, at either the corporate
or shareholder level. If the tax is imposed only at
the shareholder level, U.S. income tax treaties may
substantially reduce the tax.

This Report recommends that: (1) foreign
income taxes paid with respect to outbound
investment not be treated the same as U.S. taxes
paid for integration purposes, (2) foreign share-
holders not receive by statute benefits of integra-
tion received by U.S. shareholders, and (3) the
United States’ income tax treaties with other
countries be used as the appropriate vehicle for
relaxing either of the preceding rules where
reciprocal benefits are given by the foreign coun-
try to U.S. taxes or investors in their integration
systems.

7.B  OVERVIEW OF U.S.
INTERNATIONAL TAX
POLICY

As indicated above, cross-border investments
are potentially taxable in at least two countries:
the residence country (the country where the
investor resides) and the source country (the
country where the investment is made). Sover-
eignty unavoidably complicates international tax
policy: a country may set its own tax policies, but
not the policies of other countries, even though
the policies of other countries have a direct



impact on the first country’s welfare. As a result,
a residence country generally must respect a
source country’s claim to tax income that is
derived within the source country’s borders.
However, the source country has little control
over the ultimate level of aggregate taxes paid by
foreign investors on profits earned in the source
country. By choosing to impose additional tax on
an investor’s income from the source country, by
exempting such income from its own tax, or by
choosing some intermediate policy, the residence
country, not the source country, makes the final
decision about the tax burden borne by the resi-
dence country’s investors.

Normative Guidance for
International Tax Policy

No consensus exists about the proper norms
for capital taxation in economies with internation-
al capital and labor mobility. Integrating models
of capital taxation and international trade, policy-
makers have suggested two principles for taxation
of international investments:

® Principle 1 (Capital Export Neutrality). Investors

should pay equivalent taxes on capital income,
regardless of the country in which that income is
earned.

® Principle 2 (Capital Import Neutrality). All invest-

ments within a country should face the same tax
burden, regardless of whether they are owned by a
domestic or foreign investor.

Maintaining both principles simultaneously is
not a practical option, however, because it would
require that capital income be taxed equally in all
countries. That will never occur as long as sover-
eign countries establish different tax rates.

National tax systems, such as that of the
United States, can approach capital export neutral-
ity while taxing worldwide income of resident
multinational enterprises (the worldwide method
of taxation), if either the residence country pro-
vides credits to its enterprises for taxes remitted
to foreign governments or the source country
surrenders the right to tax income from foreign
investments within its borders. Capital import
neutrality can be achieved if the residence country
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decides not to tax income earned from foreign
jurisdictions and allows the source country to be
the sole taxing authority for international
investment income.

Since capital export and capital import
neutrality cannot be attained simultaneously when
international differences exist in capital income
taxation, a clear advantage for one or the other
would be useful. However, analyses of interna-
tional taxation by economists specializing in
international trade generally offer no strong
endorsement of one principle relative to the
other.’ Capital taxation in open economies (econ-
omies in which international borrowing and
lending occur) can distort both the level of saving
within an economy and its allocation among
alternative investments at home and abroad.
Capital import neutrality can enhance worldwide
economic efficiency if domestic savings are
inefficiently low by reducing the tax burden on
savings.

Capital export neutrality, in contrast, enhances
worldwide efficiency in the allocation of savings.
It may be a guiding principle when efficiency
costs of distortions in the allocation of savings are
significant relative to costs of tax-induced distor-
tion in the level of savings. Most available evi-
dence supports the proposition that the sensitivity
of domestic savings with respect to changes in net
return is small relative to the sensitivity of the
location of investment with respect to changes in
net return.® Accordingly, many economists and
policymakers presume that capital export neutrali-
ty offers better guidance for international tax
policy. Nonetheless, given the existence of tax-
induced distortions in both savings and invest-
ment, the complexity of the modern multinational
enterprise (relative to two-country examples often
considered in theory), and the possibility of
international tax competition, some compromise
between capital export and capital import
neutrality is inevitable.’

Outbound Investment

Since 1918, through the foreign tax credit,
the United States has generally implemented the
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principle of capital export neutrality unilaterally
and without interruption.® Since 1921 the foreign
tax credit has been limited so it does not exceed
the U.S. tax liability incurred on the foreign
source income in the absence of the credit. The
limitation seeks to prevent the credit from offset-
ting U.S. tax on U.S. source income. However,
because the limitation allows a foreign tax rate
that is higher than the U.S. tax on the relevant
income to go unrelieved, the limitation works
against the policy of capital export neutrality.

A taxpayer generally receives a foreign tax
credit only for income taxes paid to a foreign
government on the taxpayer’s own income. Thus,
a shareholder generally may claim a credit for
foreign taxes withheld from a dividend payment
includable in the shareholder’s income but may
not claim a credit for the foreign taxes paid by the
corporation on the income out of which the
dividend is paid. The only exception to this
principle is the indirect foreign tax credit allowed
for a domestic 10 percent corporate shareholder of
a foreign corporation for the foreign income taxes
paid by the foreign subsidiary on the income out
of which the dividend is paid.®

In other respects, however, the U.S. taxation
of outbound investment tends toward capital
import neutrality—the tax rate on foreign source
income of a U.S. investor is determined by the
tax imposed by the source country. First, the U.S.
tax regime generally allows deferral. That is, the
U.S. tax on foreign source income of U.S. owned
foreign companies is deferred until such profits
are repatriated in the form of dividends. Deferral
affects a U.S. investor’s initial decision to make
or forgo a foreign investment because, even if the
investor is obligated to pay the residual U.S. tax
(a capital export neutral result), the time for
paying this tax may be postponed indefinitely.
Deferral thus substantially reduces, and under
some conditions virtually eliminates, the present
cost of the residual U.S. tax (a capital import
neutral result).!® Deferral, however, is not sig-
nificant with respect to dividends paid from
current earnings, or where foreign tax rates equal
or exceed the U.S. corporate rate. In addition,
certain foreign corporations controlled by U.S.

residents are subject to current U.S. tax on certain
types of undistributed income under the Code’s
Subpart F rules. The advantage of deferral also is
less where the domestic corporate ownership
interest is less than 10 percent of the voting stock
in the foreign corporation. In that case, the indi-
rect foreign tax credit is not available. Thus,
dividends will incur both the foreign corporate
level tax and, after deduction of the foreign tax,
the U.S. corporate level tax.

Second, the U.S. tax regime allows averaging.
That is, in determining the residual U.S. tax on
foreign profits, a high foreign tax imposed on one
item of foreign income may be averaged against
a low foreign tax imposed on another item of
foreign income, as long as the different items of
income are both within the same statutory basket
for purposes of the foreign tax credit limitation
rules. If the foreign tax rate on an item of foreign
income is higher than the U.S. rate, the U.S.
investor may or may not bear the cost of the
higher foreign rate, depending on the opportuni-
ties for averaging. If the investor must bear the
higher rate, it is placed in parity with local inves-
tors in the foreign country, a capital import
neutral result. If, on the other hand, the investor
is able to average the high foreign tax rate on the
income in question against low foreign rates on
other foreign income, then the investor will avoid
the extra burden of the high foreign rate. This
should render the investor capital export neutral
with respect to the highly taxed foreign income
(since averaging will reduce the total tax on such
income to the U.S. rate, but no lower), but also
should render the investor capital import neutral
with respect to the lower taxed foreign income
(because the investor is able to escape some of the
residual U.S. tax on such income). The opportuni-
ties for averaging have been reduced since the
1986 Act created separate foreign tax credit
limitation baskets for specific types of income.

Inbound Investment

U.S. tax policy on inbound investment gener-
ally asserts a substantial source country claim to
tax on certain types of income coupled with a
policy of nondiscrimination against foreign



investors. For foreign owned corporate invest-
ment, the United States generally imposes two
levels of tax. Thus, the United States taxes the
business profits of foreign owned domestic corpo-
rations or U.S. branches of foreign corporations
similarly to the profits of U.S. owned domestic
companies and imposes significant withholding
taxes on dividends paid to foreign investors. The
U.S. rules for taxing the U.S. branch of a foreign
corporation also are designed to impose on the
branch’s profits the same amount of tax that
would be imposed if the branch were a subsidiary
of a U.S. corporation. The major exceptions to
the general U.S. policy are the exemption of
much of the interest income that is paid from
U.S. sources to unrelated foreign lenders (other
than banks), the decision to exempt capital gains
not effectively connected with a U.S. business or
attributable to a U.S. real property interest, and
the reduction of withholding taxes on dividends,
non-exempt interest, and royalties paid to foreign-
ers (whether or not related) through bilateral
treaties.!!

The United States’s network of bilateral
income tax treaties significantly modifies the
statutory orientation toward source country taxa-
tion. In general, tax treaties boost the tax claims
of the residence country, largely by substantially
reducing the withholding rates at source on invest-
ment income. In addition, tax treaties may require
higher levels of business activity (a permanent
establishment) before asserting a U.S. claim to tax
business profits. '

7.C INTERNATIONAL TAX
POLICY AND INTEGRATION

Outbound Investment—
Treatment of Foreign Taxes

This Report generally recommends that, in an
integrated tax system, the statutory treatment of
foreign taxes paid by corporations should differ
from the treatment of the taxes they pay to the
U.S. Government. Equal statutory treatment of
foreign and U.S. corporate level taxes would
significantly reduce the current U.S. tax claim
against foreign source corporate profits and often
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would completely exempt such profits from U.S.
taxation at both the corporate and shareholder
levels. Such unilateral action would result in a
significant departure from the prevailing allocation
of tax revenues between source and residence
countries.

The integration systems recommended in this
Report, therefore, generally retain the corporate
level foreign tax credit but do not extend to
shareholders the benefits of a foreign tax credit
for foreign taxes paid by the corporation. Howev-
er, where foreign income is taxed at a foreign rate
that is lower than the current U.S. corporate rate,
there would be less double taxation than under
current law, because corporate level residual tax
would be treated identically to any other U.S.
corporate taxes.' Foreign source income subject
to tax in the source country at source country
rates higher than the U.S. rate would continue to
be subject to a single level of U.S. tax when
distributed. Thus, although foreign source income
earmed by U.S. corporations might be subject to
more tax than domestic income, foreign source
income generally would not be subject to double
taxation to any greater extent than under current
law. Retaining a single level of tax on foreign
income should not harm the ability of U.S. firms
to compete in foreign markets relative to current
law.

Critics of continuing to impose any U.S. tax
on foreign profits might contend that, because the
United States currently is willing to give up
entirely its tax on certain types of foreign profits,
it should be willing to do so generally for foreign
corporate profits in an integrated corporate tax
system. This argument is not compelling, howev-
er. To be sure, the United States does not always
currently insist on a single level of tax on foreign
source income, as evinced by its unilateral deci-
sion to grant a foreign tax credit to individuals
earning foreign income directly or through a
partnership. Individual profits from foreign
sources, however, have been a small fraction of
the foreign source profits earned by U.S.-based
multinational corporations, and the revenue loss
from such a policy has therefore been small
compared to that which would occur if foreign
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taxes paid by corporations eliminated U.S. tax at
both the corporate and shareholder levels. More-
over, allowing a foreign tax credit to individuals
on the foreign source income directly earned
alleviates the burdensome tax structure that would
otherwise arise under current law, because defer-
ral would not be available and the foreign and
U.S. taxes would both be imposed currently.

Another potential criticism is that failure to
pass through foreign tax credits to shareholders
would violate capital export neutrality and, hence,
would be inconsistent with our underlying goal for
integration: to enhance economic efficiency. As
discussed above, however, it is not apparent that
export neutrality does, in fact, lead to an efficient
allocation of capital. In any case, if foreign tax
credits were available to offset the single level of
tax in an integrated system, the revenue loss
would be serious—approximately $17 billion a
year. Taxes would have to be raised elsewhere,
and that would generate its own inefficiencies.

Finally, passing through foreign tax credits to
shareholders would pose significant administrative
difficulties. The foreign tax credit limitation and
sourcing rules would have to be applied at the
individual shareholder level both to ensure that
taxpayers claimed the proper credit for foreign
taxes and to prevent the U.S. Treasury from
bearing the cost of high foreign tax rates. Without
these rules, shareholders in corporations with
foreign income that is taxed at a rate greater than
the U.S. rate could use the excess credits to offset
tax liability on domestic income, with the conse-
quence that the U.S. Treasury would in effect
provide domestic shareholders with refunds of
corporate taxes paid to foreign countries.!® This
is a particularly serious issue because tax rates in
many foreign jurisdictions are higher than current
U.S. tax rates. The difficulty of ensuring the
availability of adequate information concerning
foreign taxes to both the shareholder and the IRS
would complicate application of these rules at the
shareholder level for widely held, non-U.S.
controlled foreign corporations.

From a legal point of view, continuing to
impose a single shareholder level of residence

country taxation on foreign source income would
not violate the United States’ treaty commitments
to eliminate double taxation by granting a foreign
tax credit. Because U.S. tax treaties generally
reflect an assumption that treaty partners have
classical systems of corporate-shareholder taxa-
tion, the United States’ treaty obligations require
that U.S. corporations be allowed a foreign tax
credit against the U.S. tax on foreign source
income received directly by the corporation, and
that individuals be allowed a credit for foreign
source income received by the individual. No
treaty obligation requires the United States to
grant further relief with respect to foreign taxes
paid or deemed paid by a domestic corporation,
e.g., by eliminating the shareholder tax on a
taxable dividend under the dividend exclusion
prototype (or CBIT) or, if a compensatory tax is
imposed under CBIT, refunding the compensatory
tax. In specific circumstances, however, the
United States might agree to extend, by treaty, the
benefits of integration.to foreign taxes on profits
of U.S. multinationals.

Under the dividend exclusion prototype, a
problem with maintaining a single level of U.S.
tax on foreign earnings is a continued bias in
favor of the noncorporate, rather than the corpo-
rate, form for foreign investment, although, as a
practical matter, this problem may not be very
serious. Individuals would be entitled to a foreign
tax credit for foreign taxes imposed on their direct
investments but not for taxes imposed on the
investments of corporations of which they are
shareholders. Thus, by not treating foreign corpo-
rate taxes equivalently to U.S. corporate taxes, an
incentive to structure foreign investment through
partnerships would continue. If the corporate form
could not be avoided, there also would continue to
be an incentive to make foreign investments in the
form of debt, which would reduce the foreign tax
base and convert foreign profits to domestic
profits. Large investors might achieve similar
effects by using rental or royalty payments or by
aggressive transfer pricing.

The dividend exclusion and imputation credit
prototypes implement our policy recommendations
by maintaining the current foreign tax credit rules



and by limiting the amounts of excludable divi-
dends to corporate income on which U.S. taxes
have been paid (or limiting shareholder imputation
credits to U.S. taxes paid).'® In effect, dividends
paid out of foreign source income not previously
subject to U.S. tax because of foreign tax credits
would be taxed fully at the shareholder level, as
under current law. Under CBIT, the U.S. tax may
alternatively be imposed through a compensatory
tax at the corporate level on distributions of
foreign source income shielded from regular
CBIT by the foreign tax credit.’’ In either case,
corporations are allowed to treat dividends as paid
first out of U.S. taxed income. Under the share-
holder allocation prototype, foreign taxes, in
essence, would be treated as equivalent to U.S.
taxes, and this is among the reasons that this
prototype is not recommended in this Report.!®

Inbound Investment—
Treatment of Foreign Investors

The basic issue that an integration proposal
must resolve for inbound investment is whether,
by statute, the United States should continue to
collect two levels of tax on foreign owned corpo-
rate profits or whether foreign investors should
receive benefits of integration similar to domestic
investors.® For the reasons set forth below, this
Report recommends that, except in the case of
CBIT, foreign shareholders not be granted inte-
gration benefits by statute, but instead that this
issue be addressed on a bilateral basis through
treaty negotiations. Most of the major trading
partners of the United States that have integrated
their corporate tax regimes have followed this
approach. %

At least two basic obstacles restrain unilateral
extension of integration benefits to foreign share-
holders. The first is the inherent limitation on any
source country’s taxation of foreign investors. The
residence country, not the source country, ulti-
mately decides the tax burden that should be
borne by its resident investors. As a consequence,
if the United States unilaterally extended the
benefits of integration to foreign shareholders, it
would abandon its right to source country taxation
of dividends with no assurance that the foreign
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investors would not be subject to a second level of
tax in their country of residence. Substantial
revenue would be lost without any necessary
increase in efficiency of capital allocation.

The second obstacle is the interaction between
a U.S. integration system and existing treaty
obligations. For example, extending a refundable
imputation credit to foreign shareholders by
statute, combined with traditionally low treaty
withholding rates on dividends, could significantly
reduce the aggregate U.S. tax on profits distribut-
ed to foreign shareholders, without any compara-
ble reduction in foreign taxes on U.S. investments
in the treaty country.”!

Thus, there is no reason for the United States
by statute unilaterally to extend the benefits of
integration to foreign shareholders. Integration
seeks to provide relief for investors using the
corporate form, not for foreign governments. If a
second level of tax is to be collected, no obvious
conceptual or practical reason exists why the
source country should sacrifice its claim to this
tax revenue for the sake of consistency.

Several of our treaty partners adopting impu-
tation credit systems have concluded that refusing
to extend integration benefits by statute to foreign
shareholders residing in treaty countries would not
violate the provisions of tax treaties that prohibit
discrimination based on capital ownership. These
countries argue that, under an imputation credit
system, all profits are taxed at the corporate level
at the same rate (34 percent, for example), with-
out regard to "capital ownership,"” and allowing or
denying the imputation credit to the shareholders
is an issue of how to tax the shareholder, not the
corporation. No treaty requires that foreign
shareholders receive the same tax credits as
domestic shareholders. Thus, there is no treaty
violation. Similar arguments could be made about
the dividend exclusion prototype.?

As Chapter 2 indicates, the dividend exclusion
prototype generally would not provide any inte-
gration benefits to foreign shareholders, because
current withholding taxes would continue to
apply.? Similarly, inbound investment in an
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imputation credit system would remain subject to
two levels of U.S. tax because imputation credits
would not be made available to foreigners and
current withholding taxes would continue to
apply. Neither approach would treat inbound
investment more harshly than under current law,
because deferral of the second level of tax would
continue.? A dividend deduction system, on the
other hand, would automatically extend the bene-
fits of integration to foreign shareholders, unless
a rule were adopted to deny the deduction for
dividends paid to foreigners — a rule that would
violate U.S. treaty obligations. The shareholder
allocation prototype avoids extending the benefits
of integration to foreign shareholders by imposing
corporate level tax, continuing to impose with-
holding tax on dividends, and denying refunds of
corporate taxes paid to foreign shareholders.”

In contrast, to ensure parity between debt and
equity, the CBIT prototype generally removes the
withholding tax on both dividends and interest of
CBIT entities and repeals the branch profits tax.
The result is that both debt and equity income
would be subject to tax once.

The United States may consider extending the
benefits of integration to foreign shareholders
resident in countries that have treaties with the
United States. The fundamental policy issue in
deciding whether and how to extend integration
by treaty to foreign shareholders is how to divide
the tax revenue from corporate profits between
the source country and the residence country. As
noted above, traditional treaty rules reflect an
allocation of revenue based on the classical,

two-tier tax system for corporations and share-
holders: the source country generally has the
exclusive right to tax business profits earned
therein by a domestic corporation and the two
countries divide the right to tax the profits when
distributed, with the greater share of this revenue
going to the residence country. Integration, of
course, alters the original pool of tax revenue by
decreasing the total (assuming no offsetting rate
increases) and by reallocating it between the
shareholder and corporation. Thus, moving to an
integrated corporate tax system may upset the
balance of interests traditionally reflected in the
treaty rules of the United States.

Various methods can be devised for extending
integration by treaty to inbound and outbound
investment, and these different methods will
produce differing allocations of the taxes collected
from the corporation between the source country
and the residence country. For example, the
dividend exclusion prototype could be adopted to
permit the source country to retain its corporate
tax revenues: the source country would eliminate
its withholding tax on distributions to treaty
residents and the residence country would credit
the source country taxes against the direct and
ultimate shareholders’ tax liabilities in the resi-
dence country and collect any residual tax. An
alternative approach would impose a tax on
foreign shareholders at a rate that would approxi-
mate the current level of revenues now collected
by the United States on U.S. source corporate
income from foreign investments and allow a
credit against this tax for corporate level taxes
paid.?



CHAPTER 8: THE TREATMENT OF CAPITAL GAINS IN AN
INTEGRATED TAX SYSTEM

Moving from a classical to an integrated
corporate tax system raises issues relating to the
taxation of capital gains on sales of corporate
stock. While each of the integration prototypes
reduces the biases of the classical system, rules
selected for taxation of capital gains on sales of
corporate stock will affect the degree of neutrality
achieved by each prototype. Taxing shareholder
level capital gains on stock attributable to earnings
that have been taxed at the corporate level is not
appropriate in an integrated system. Taxing such
gains on stock could perpetuate the classical
system’s biases against the corporate form and
against investments in equity rather than debt. In
addition, a higher effective tax rate on retained
earnings could provide a tax incentive for corpo-
rations to distribute earnings as dividends. On the
other hand, a failure to tax shareholder level stock
gains may result in significant deferral or even
elimination of tax attributable to unrealized
corporate asset appreciation.’

8.A TAXATION OF CAPITAL
GAINS ATTRIBUTABLE TO
RETAINED TAXABLE
EARNINGS

When a corporation retains earnings, its stock
will generally increase in value. There is some
controversy about the extent to which an incre-
mental dollar of retained earnings translates into
share appreciation.? In integration prototypes that
tax earnings at the corporate level, e.g., the
dividend exclusion and CBIT prototypes, divi-
dends would not generally be taxed again at the
investor level. Under these prototypes, to preserve
neutrality in the taxation of corporate capital
income, shareholders’ capital gains attributable to
retained earnings that have already been taxed
fully at the corporate level should not be taxed
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again at the shareholder level. Imposition of a
capital gains tax in this case would be a double
tax on the retained earnings of the corporation.

The second level of tax, however, may prove
temporary. If the corporation subsequently distrib-
utes the retained earnings, the value of the stock
may decline to reflect the distribution of corporate
assets. As a consequence, the tax on the selling
shareholder’s gain may be effectively reversed by
an offsetting capital loss of the purchasing share-
holder. The extent to which the capital loss
reverses the double tax will depend on the timing
of the distribution of the retained earnings and of
the realization and treatment of the capital loss.}

When the tax reduction from the later capital
loss precisely offsets the tax on the earlier capital
gain, the system will collect only one tax on
corporate earnings. However, a subsequent capital
loss deduction allowed to a taxpayer different
from the one who originally is taxed on the
capital gain will often be an imperfect offset. For
example, the tax on the gain may occur in a year
earlier than the tax reduction from the capital
loss. The acceleration of tax may even approxi-
mate, in present value terms, double taxation if
there is a substantial period between the payment
of capital gains tax by the first shareholder and
the recognition of an offsetting capital loss by a
subsequent shareholder. In addition, limits on the
deductibility of capital losses may prevent the
purchasing shareholder from fully using the
offsetting capital loss. The additional burden
imposed by a capital gains tax also depends on the
marginal tax rates of the purchaser and seller of
stock, and the fact that shareholders with differ-
ent marginal tax rates will generally face identical
market prices for their stock further complicates
analysis of the extent of double taxation.
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8.B SOURCES OF CAPITAL
GAINS OTHER THAN
TAXABLE RETAINED
EARNINGS

Not all capital gains from increases in the
value of corporate equity arise from accumulated
retained earnings. Gains from other sources may
imply different tax consequences than those
applicable solely to gains from fully-taxed
retained earnings.

First, capital gains on corporate stock may be
attributable to retained preference income. In that
case, taxing capital gains on corporate stock does
not impose a second level of tax, because no tax
has been paid at the corporate level. Taxing such
capital gains produces a single tax on those
earnings at the shareholder level. If, as we recom-
mend in Chapter 5, integration should not extend
corporate level preferences to shareholders, such
gains should be taxed. Providing relief for capital
gains attributable to retained preference income
would exacerbate the incentive to retain rather
than distribute preference income or to distribute
preference income in a nondividend distribution in
which capital gain treatment might be available.’

Second, capital gains may be attributable to
real unrealized appreciation in the value of corpo-
rate assets. In that case, the unrealized corporate
level gain, in effect, will be realized first at the
shareholder level upon the disposition of the
stock. The gain also will be realized at the corpo-
rate level when the corporation disposes of the
asset. Although such gains eventually will be
taxed at the corporate level, in a realization-based
income tax system, taxing the sharcholder level
gain seems appropriate, since that is the first
realization event with respect to the appreciation.
It may, however, be appropriate to prevent double
taxation when the corporation subsequently dis-
poses of the appreciated asset.®

Third, capital gains may be attributable to
changes in the anticipated value of corporate
earnings, due, for example, to management
changes or revised estimates of profits from new
products or inventions. Tax considerations for

gains attributable to such factors are similar to
those concerning unrealized appreciation in tangi-
ble corporate assets. Accordingly, taxing the
appreciation when the shareholder sells the stock
seems appropriate.

Finally, taxable capital gains may result from
inflation. In an unindexed system, capital gains
tax liability can result simply because nominal
asset values rise with inflation, although a taxpay-
er may have no increase in real income. Taxing
such gains can lead to high effective tax rates on
capital gains. Indeed, granting relief to capital
gains to offset the effects of inflation has been one
of the principal justifications advanced for mea-
sures such as lower rates on capital gains or
indexation of such gains.’

8.C ADJUSTMENTS TO
ELIMINATE DOUBLE
TAXATION OF RETAINED
CORPORATE EARNINGS

Although avoiding the double taxation of
corporate retained earnings is an important factor
to be taken into account, how capital gains are
treated in an integrated corporate tax system will
turn ultimately on the resolution of basic policy
issues that have long been controversial under the
income tax. Considerations such as the desire to
stimulate investment and entrepreneurship and to
avoid the overtaxation of inflationary gains sup-
port preferential rates or exclusions for all or a
part of capital gains income. On the other hand,
some analysts will contend that capital gains and
ordinary income should be taxed similarly.

Integration of the corporate income tax can
proceed and will serve to reduce substantially the
distortions of the current system whichever of
these options for taxing capital gains is chosen.
However, in designing an integrated corporate
tax, one must consider the treatment of capital
gains, as well as dividends, in developing rules
that minimize distortions in corporate and
individual financial behavior.

As discussed in Chapter 3, the shareholder
allocation prototype would allocate corporate



taxable income to shareholders each year and
would provide a system of shareholder level basis
adjustments similar to those used for partnerships
or S corporations under current law.® Share basis
would increase to reflect the corporation’s taxable
income and certain preference income and would
decrease to reflect distributions. Thus, under such
a system, any capital gains on sale of corporate
stock would be attributable to preference items for
which no basis adjustment is allowed, unrealized
appreciation, or inflation.

On the contrary, the dividend exclusion proto-
type, set forth in Chapter 2, does not provide any
adjustments to share basis to reflect the corpo-
ration’s retention of income that has been taxed at
the corporate level. As a consequence, taxing
capital gains could impose an additional share-
holder level tax on retained earnings that have
already been taxed in full at the corporate level.
Because retained fully-taxed earnings would face
a greater tax burden than distributed earnings,
corporations would have an incentive to distribute
rather than retain fully-taxed earnings. This
problem can be limited by allowing a dividend
reinvestment plan (DRIP), which would permit a
corporation to declare deemed dividends to the
extent of its EDA balance and treat the amount of
dividend as reinvested in the corporation. Under
such a system, a shareholder would be treated as
receiving an excludable dividend and would
increase stock basis to reflect the deemed recontri-
bution. Chapter 9 discusses DRIPs in detail.

If corporations were to use a DRIP to declare
deemed dividends equal to their fully-taxed
income each year, the resulting basis adjustments
would ensure that such income would not be taxed
again as capital gains. If, however, nontax consid-
erations lead corporations not to elect DRIP treat-
ment for all their fully-taxed earnings, an elective
DRIP would not eliminate the potential additional
tax on retained corporate earnings. For example,
a corporation that expects to earn substantial
preference or foreign source income shielded by
foreign tax credits might want to retain some
EDA balance to enable it to continue to pay
excludable cash dividends in future years. If no

83

Principal Issues

DRIP is allowed, or if it is expected that corpora-
tions will not elect to make deemed distributions
of all fully-taxed income, one could reduce or
eliminate the potential disadvantage for retained
earnings by adopting a preferential rate (or,
equivalently, a partial exclusion) for capital gains.

Taxing capital gains on equity and debt invest-
ments in business entities creates special issues
under CBIT. If a compensatory tax is imposed
under CBIT, all business income would be taxed
at the entity level, and investors would exclude
from income all dividends and interest payments
received. In that case, taxing capital gains would
create an even greater disparity between retained
and distributed income than under the dividend
exclusion prototype. Thus, if CBIT includes a
compensatory tax, a complete investor level
exemption for capital gains (and nonrecognition of
losses) on equity and debt would be consistent
with CBIT’s general exemption from investor
level tax of dividends and interest. If CBIT does
not include a compensatory tax, but instead taxes
dividends and interest considered to be paid out of
corporate preference income at the investor level
(see Section 4.D), the case for relief for capital
gains is essentially the same as under the dividend
exclusion prototype.

If CBIT includes a compensatory tax,
exempting gains and losses from the sale of equity
interests in CBIT entities could be justified on the
ground that those gains and losses either have
been, or will be, taken into account in calculating
the income tax imposed at the entity level.
Retained taxable income has already been subject
to tax, retained preference income will be subject
to compensatory tax under CBIT when
distributed, and unrealized appreciation represents
anticipated higher future earnings that will be
subject to entity level tax if and when they are
realized.” Exempting capital gains on CBIT
equity and debt would promote simplicity in the
CBIT prototype. For example, exempting capital
gains on CBIT debt and equity would remove the
need for a DRIP mechanism to allow holders to
increase basis to reflect earnings taxed at the
corporate level.
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The principal disadvantage of exempting gains
on CBIT equity is the potential for deferral of tax
on appreciation in an entity’s assets. A realiza-
tion-based tax system may allow a significant
delay between the realization of gain by an equity
investor (through the sale of his equity interest)
and the realization of future earnings or built-in
gain at the entity level. Foregoing the opportunity
to tax gains realized upon a sale of an equity
interest thus increases the potential for the defer-
ral of tax on unrealized appreciation at the entity
level.’® Although additional realization rules at
the entity level could limit deferral,!! sale of an
equity interest traditionally has been viewed as an
appropriate realization event and the more tradi-
tional solution to the problem of double taxation
has been to adjust entity level asset basis to reflect
investor level realization.'?

CBIT also raises issues relating to capital
gains on debt. Some, but not all, changes in the
value of debt reflect gains and losses that have
been or will be taxed at the corporate level.’
For example, one source of capital gains on debt
is an increase in the creditworthiness of the
issuer, which may reflect an increase in the
corporation’s expected future earnings. If an
increase in creditworthiness is due to earnings that
will be taxed at the corporate level, the issues
created by taxing capital gains on debt are similar
to those for equity.'* Capital gains and losses on
debt (and corresponding losses and gains to
issuers) also may arise from unexpected move-
ments in market interest rates.!* The movement
to a CBIT system does not demand an exclusion
of gains on CBIT debt that are due to changes in
interest rates, and it is impossible as a practical
matter to distinguish between gains attributable to
interest rate movements and gains attributable to
other sources.'®

8.D OTHER COUNTRIES

Many countries recognize the possible distor-
tion caused by taxing capital gains on sales of
corporate stock and have taken measures to
mitigate this effect. Table 8.1 shows the tax
treatment of capital gains of the G-7 countries
with integrated tax systems. All the countries

provide some preferential treatment for capital
gains on corporate stock through a lower effective
tax rate. For example, Canada, France, and
Germany all provide for an alternative or reduced
tax rate applied to such gains. These reductions
can be substantial. In Germany, for example, all
gain on securities held more than 6 months may
be excluded. The United Kingdom does not
permit a reduction in its marginal tax rate, al-
though the tax base is indexed for inflation, but
instead allows a specific "dollar" exemption.
Gains exceeding the exemption are taxed at the
applicable marginal rate.

8.E SHARE REPURCHASES

The differences in taxation of gains from
similar transactions complicates analysis of the
proper treatment of capital gains on corporate
stock under integration. The treatment of share
repurchases is one example. A shareholder who
sells stock to a person other than the corporation
that issued the stock or who receives a liquidating
distribution generally can recover the basis in the
stock against the amount realized on the sale. In
contrast, current law may treat a redemption of
stock by the issuing corporation as a dividend or
as a sale of stock. A redemption generally quali-
fies for sale treatment if it is "not essentially
equivalent” to a dividend or is substantially
disproportionate among shareholders.!” For
redemptions treated as a dividend, no basis
recovery is permitted (although, generally, the
basis in the redeemed stock is allocated to the
remaining stock and will be recovered eventually).

Current law favors share repurchases because
dividends are taxable to shareholders in full,
while redemptions generally permit recovery of
basis by shareholders and may permit taxation of
gain at the maximum rate of 28 percent for long-
term capital gains (rather than at the higher
marginal rates for ordinary income).!®

In general, each of the integration prototypes
should greatly reduce current law’s incentive to
engage in share repurchases. Shareholder alloca-
tion integration, which treats both distributions
and sales of stock as tax free to the extent of
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Table 8.1
Taxation of Individuals on
Long-Term Gains on Securities
Select Foreign Countries
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pronounced if a compensa-
tory tax is imposed on
dividends but not on share
repurchases. Avoiding the

Maximum Individual

Foreign Country Amount of Gain Exempt

compensatory tax would
allow preference income

France All, if the sale proceeds do not

exceed FF307,760 ($55,323)

United Kingdom All inflationary gains plus an
annual exemption of £5,000
($8,885) of non-inflationary gains

Canada 25% exclusion, plus a lifetime
exemption of C$100,000
($88,480)

Germany All gain on securities held more

than 6 months?

(Capial Gainsy!  to be distributed to tax-
exempt and foreign inves-
16% tors without tax at either
the corporate or the share-
40% holder level.
One way to eliminate
22% the remaining incentive for
share repurchases under
the dividend exclusion and
0% CBIT prototypes would be

to treat redemptions like
dividends. In that case,

Department of the Treasury
Office of Tax Policy

National tax only. Subnational taxes are relevant in Canada only.
Provincial taxes (non-deductible) amount to roughly 50 percent of the

Federal tax.

>The exemption does not apply in certain cases where the seller held
interest" in the corporation whose shares are being sold.

a "substanti

share basis and capital gain thereafter, would treat
share repurchases and dividends similarly.!® The
dividend exclusion prototype, which treats divi-
dends paid out of fully-taxed earnings as tax free
to shareholders, generally would encourage
corporations to distribute fully-taxed earnings to
taxable shareholders as dividends rather than
through share repurchases. Corporations that had
exhausted their EDA balance and could pay only
taxable dividends, however, would have an incen-
tive to distribute earnings through share repur-
chases. Even corporations with sufficient EDA
balances might desire to make selective share
repurchases from tax-exempt shareholders to
distribute earnings without reducing the corpo-
ration’s EDA.* The incentives for share repur-
chases under CBIT are generally the same as
those under the dividend exclusion prototype,
except that the incentive to make share repurchas-
es out of preference income may be more

share repurchases, like
dividends, by a corpora-
tion with sufficient earn-
ings and profits would not
permit basis recovery.
Share repurchases would
be tax-free to shareholders
to the extent of the corpo-
ration’s fully-taxed income
(and would reduce the corporation’s EDA). Any
portion of payments to repurchase shares that
were made out of preference income would be
taxable to shareholders, in a dividend exclusion
system, or subject to compensatory tax or an
investor level tax, in CBIT.?' This result may be
inappropriate, however, in a system in which
capital gains are subject to tax, because a share-
holder’s basis would be taken into account on a
sale to a third party, but not in a corporate repur-
chase. In theory, dividend treatment could be
extended to all sales of shares, including sales to
persons other than the issuing corporation. How-
ever, it may be impractical to extend dividend
treatment to third-party sales, given the large
volume of daily trading in corporate stock.”
Limiting dividend treatment to redemptions
would, however, create disparities between sales
of stock to the issuing corporation and to third
parties.
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The treatment of capital gains also may affect
the desirability of measures to equalize the treat-
ment of dividends and share repurchases under the
dividend exclusion and CBIT prototypes. A
preferential rate for capital gains, for example,
might reduce, but not eliminate, the disincentive
for share repurchases out of fully-taxed income
while increasing the incentive for share repurchas-
es out of preference income. On balance, we
believe that any of the integration prototypes will
sufficiently decrease incentives for share repur-
chases as compared to current law that policy-
makers may avoid adopting any additional rules
and let the passage of time demonstrate whether
the shifting of EDA balances among shareholders
requires additional measures.?

8.F CAPITAL LOSSES

In general, the treatment of capital losses on
corporate stock under integration should parallel
the treatment of capital gains. As Section 8.A
discusses, a purchaser’s capital loss may serve to
reverse the tax imposed on a seller’s capital gain
attributable to retained earnings that have

previously been taxed at the corporate level.
However, if relief is provided for capital gains on
corporate stock, the corresponding loss need not
be allowed in full as an offset. For example, an
exemption (or partial exclusion) for capital gains
on corporate stock might imply a disallowance (or
partial disallowance) of capital losses on corporate
stock. Policymakers may, however, decide to tax
capital gains on corporate stock, on the grounds
that the second level of tax on retained earnings
may prove temporary and that preferential treat-
ment could exempt from tax other gains (like
some of those discussed in Section 8.B) that may
appropriately be taxed under integration.

Other capital losses on corporate stock may
arise from unrealized depreciation in corporate
assets, just as capital gains may arise from unreal-
ized appreciation.* As Section 8.B notes, in a
realization-based tax system, it seems appropriate
to allow such losses, although it may be appropri-
ate to make adjustments to prevent a second loss
at the corporate level, e.g., by adjusting corporate
asset basis. As under current law, the desirability
of such measures must be weighted against their
complexity.”



CHAPTER 9: DIVIDEND REINVESTMENT PLANS

Under the dividend exclusion and CBIT
prototypes, corporations (and other entities subject
to CBIT) may desire to retain earnings but allow
their shareholders to increase share basis to reflect
earnings which have been taxed at the corporate
level. Allowing basis adjustments would reduce
the extent to which taxes on investor capital gains
would be a second tax on retained earnings and
would reduce the tax incentive for corporations
(and other CBIT entities) to distribute fully-taxed
income. See Chapter 8. We contemplate that this
would be permitted through an elective dividend
reinvestment plan (DRIP).! DRIPs may be adopt-
ed by corporations under current law; such plans
commonly are used by mutual funds and utilities.
Because dividends are taxable to shareholders
under current law, participation in DRIPs general-
ly requires an election by the shareholder. Unlike
existing DRIP arrangements, however, deemed
dividends reinvested under an integration proto-
type would not be taxable to sharcholders and the
DRIP could be adopted by the corporation (or
CBIT entity) without the consent of the individual
shareholder.? Adopting a DRIP would simply
represent a corporate decision to reduce the
corporate EDA in order to increase share basis.

9.A MECHANICS

By adopting a DRIP, a corporation would
elect to treat shareholders as receiving excludable
dividends in an aggregate amount not to exceed
the balance in the corporation’s EDA. The
amount deemed distributed would be deducted
from the EDA. The shareholders would then be
deemed to recontribute the distributed amount,
and their share basis would increase by the
amount of the deemed distribution. Share basis
would increase only by the amount deemed
reinvested (rather than by the corporation’s pre-
tax earnings), because that would be the result
had the shareholder actually reinvested a dividend.

Mechanically, the electing corporation would
declare deemed dividends in the same manner that
it declares actual dividends. A corporation would
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choose the amount of deemed dividends and the
classes of stock on which they would be paid. The
corporation’s ability to stream deemed dividends
to taxable shareholders would be constrained by
the anti-streaming rules generally applicable under
the prototypes for payments of excludable divi-
dends.®* The corporation would allocate the
deemed dividends to holders of stock on the
chosen record date and would provide information
reports to those shareholders showing the amount
of the deemed dividend and the associated basis
increase.

Dividends are generally paid on a per share
basis, and the share basis increase under the DRIP
also would be on a per share basis. It would be
desirable to have a uniform convention governing
the allocation of such basis, e.g., equally to each
share or in proportion to the existing basis.

Example 1. Corporation X adopts a DRIP and
makes a deemed distribution of $100 to Sharehold-
er A. The fair market value of X shares on the
date of the deemed distribution is $20 per share. A
owns 10 shares of X which he purchased in two
lots, Lot A (5 shares at $4 each) and Lot B (5
shares at $6 each). If basis is allocated on a per
share basis, the basis of each Lot A share will be
$14 and each Lot B share will be $16.

Although a shareholder may have purchased
various shares of a corporation’s stock for differ-
ent amounts, the treatment of each share under
current law as having a separate basis may be
questioned. If the shares are economically
equivalent, it may be appropriate to require the
shareholder to recognize the same gain or loss
regardless of which shares are actually sold. For
example, a DRIP could be used to reduce basis
disparities.

Example 2. The facts are the same as in Example
1, except that the fair market value of X shares on
the date of the deemed distribution is $15 per
share. The DRIP basis increase could be allocated
between the Lot A and Lot B shares so that the
shares in each lot have a basis of $15.

For some shareholders (particularly those with
recently purchased shares), a DRIP may create
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share basis in excess of fair market value, with
the result that capital losses will be realized when
the shares are sold. Such losses may serve the
same function as those discussed in Section 8.A,
simply "reversing" the double tax imposed on the
seller of shares. In other cases, however, it may
be appropriate to craft anti-abuse rules to prevent
a DRIP from being used to create basis in excess
of fair market value.*

The dividend exclusion and CBIT prototypes
generally adopt stacking rules that treat distribu-
tions as made first from fully-taxed income. If a
DRIP is adopted, further stacking rules would be
necessary to determine whether cash distributions
on a class of stock following deemed dividends on
that class of stock are first a recovery of basis
from the DRIP or out of other earnings. Thus,
issuers would keep an account of deemed divi-
dends made on each class of stock (the deemed
dividend account), in addition to the EDA.’ To
simplify the operation of these accounts and
minimize the double taxation of retained earnings,
we recommend that all cash distributions, includ-
ing cash distributions on shares on which deemed
dividends have previously been paid, be treated
first as payments out of any remaining balance in
the corporation’s EDA. Then cash distributions on
a class of stock on which deemed dividends had
been paid would be treated as a return of capital
to the extent of the balance in the deemed
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dividend account for that class of stock. The
deemed dividend account would be reduced by the
amount of dividends treated as a return of capital
under this rule. Distributions in excess of the
deemed dividend account for a class of stock
would be governed by the prototype’s rules
applicable to distributions in excess of the EDA.°

9.B DESIGN CONSIDERATIONS

We anticipate that deemed distributions will,
in practice, be made only to holders of common
(or at least participating) equity, because holders
of preferred stock typically require cash divi-
dends. Restrictions limiting DRIP distributions to
common and participating equity could be consid-
ered if it were feared that DRIPs could permit
inappropriate losses, e.g., distributions on pre-
ferred stock bearing limited dividends and a fixed
liquidation or redemption value might create such
a result.”

In addition, DRIPs could be made mandatory
on the theory that double taxation of retained
earnings through capital gains taxation could be
minimized by forcing basis allocations as prompt-
ly as possible.® However, there seems to be little
reason why corporations should not be permitted
to control this, as other aspects, of their
distribution policy.



CHAPTER 10: TRANSITION CONSIDERATIONS

10.A INTRODUCTION

Under current law, investors and corporations
generally have made decisions and commitments
based on the two-tier corporate tax system.
Investors’ decisions to invest in corporate or
noncorporate entities or in debt rather than stock,
and corporations’ decisions to distribute earnings,
to issue debt or equity, or to recognize gains
inherent in appreciated assets all likely have been
made with an expectation that corporate equity
income will likely continue to be subject to tax at
two levels. Introduction of an integrated system
will alter these expectations. We believe that a
transition period is appropriate to prevent undue
dislocation and to mitigate transitional gains and
losses.

We anticipate that shifts in investors’ portfo-
lios will occur under any integration proposal and,
in some cases, such shifts may be substantial.
While the magnitude of such shifts will vary with
the degree of difference between the integration
proposal and current law, prudence suggests that
phased-in implementation will permit adjustment
to the new system while mitigating transition
gains and losses. It also will provide an opportu-
nity for midcourse corrections, if needed. A
phase-in appears to be the simplest form of
transition for both taxpayers and administrators to
implement. It will not require complicated rules
of uncertain duration for preenactment assets.

10.B TAXATION OF
TRANSITIONAL GAINS
AND LOSSES

Some believe that it is important for transition-
al rules to deal explicitly with gains and losses
arising from the shift to an integrated system.!
Several sources of such transition gains and losses
can be identified. First, the shift to integration
may affect the value of corporate shares.> Sec-
ond, at the time of the shift, corporations may
hold assets with unrealized built-in gains or losses
and hence face different tax consequences upon
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realization than under existing law. (Absent
specific transitional rules for built-in gains and
losses, the second effect will likely become a part
of the first effect.) Finally, some corporations
may have retained earnings which have been
realized and taxed while others may have distrib-
uted such earnings. The former may gain advan-
tage if the retained earnings are not taxed on
distribution.?

While we favor a phase-in of integration
primarily to allow for gradual portfolio shifting
and to allow assessment of integration’s impact as
it is implemented, we do not favor other explicit
transitional rules to deal with transition gain and
loss. Phase-in itself will mitigate the impact of
any change in share values.*

Built-in gains and losses are likely to be
reflected in share value; in any event, the differ-
ing tax consequences that will occur arise primari-
ly by virtue of the realization concept fundamental
to current income tax law. Prior law changes
(including significant rate changes) generally have
not attempted to capture this form of transition
gain (other than through phase-in) and we believe
that result is appropriate in the shift to integration
as well.

Differences in earnings distribution policies
are likely to be significant only in certain forms
of integration. They could be significant, for
example, in the shareholder allocation prototype.
Because that prototype taxes only current corpo-
rate income and treats distributions as a return of
capital, corporations that retained earnings real-
ized under current law could be significantly
favored over those that distributed such earnings.
In contrast, the dividend exclusion and CBIT
prototypes’ EDA mechanisms will cause distribu-
tions from earnings retained before the establish-
ment of the EDA to be taxable to the shareholder
when distributed.’ Accordingly, both the dividend
exclusion prototype and CBIT will produce results
for pre-integration retained earnings similar to
current law.°
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As an alternative, some form of grand-
fathering of existing assets or activities could be
used to limit or eliminate transition gains and
losses from the shift to integration. Under such an
approach, current law treatment would be retained
for assets that otherwise would be treated more
favorably under integration to preserve asset
values that reflect the classical corporate tax
system. In moving to integration, however, a
permanent grandfather rule would require main-
taining a distinction between pre-enactment and
post-enactment assets and equity interests and, in
CBIT, old and new debt as well. Making such
distinctions over an extended period would create
difficult, if not impossible, reporting burdens and
administrative complexity and would inevitably
result in uneven enforcement.” Such an approach
also could require an extensive array of rules to
prevent transformation of old equity into new
equity and to govern conversions of non-corporate
entities to corporate status.® More importantly,
preserving a dual system to limit the benefits of
integration to new equity, would thwart the goal
of economic reform by perpetuating the very
distortions the new system seeks to eliminate.’®
We have rejected such an approach on grounds of
both efficiency and simplicity.

10.C PHASE-IN OF INTEGRATION

Phase-ins have been used in recent legislation
to moderate the harsh effects of significant
changes in the tax law. For example, the passive
loss disallowance rules, the personal interest
disallowance rules, and the new investment
interest limitations adopted in the Tax Reform Act
of 1986 all were phased in.°

We generally recommend that a phase-in
approach be used to implement the transition from
the classical system to an integrated corporate tax.
A phase-in approach would moderate the transi-
tion effects of integration, while avoiding the
serious drawbacks of limiting integration to new
equity. While some transition gains and losses
may occur, fundamental structural changes in the
tax law, such as those proposed here, simply are
not feasible if substantial changes in values of
taxpayers’ assets must be avoided. Indeed, such

changes have typically been ignored in connection
with rate changes that raise similar concerns. A
phase-in also would mitigate the revenue effects
relative to immediate change. A phase-in would
delay application of the new rules, however, and
the delay would reduce the present value of the
desired economic changes.

Under a phase-in approach, integration would
be introduced gradually over a designated period.
This approach would reduce the magnitude of
transition gains and losses. A phase-in would not
distinguish between old and new equity or, in the
CBIT prototype, old and new debt. Although
there would be some delay in full implementation
of integration under a phase-in approach, this
delay would be of limited duration, in contrast to
the virtually indefinite delay that would result
from limiting integration to new equity. The
length of the phase-in period should depend on a
variety of factors, including the particular integra-
tion prototype adopted. An appropriate period
should be selected by striking a balance between
the need to mitigate the disruption to the status
quo and the desire to achieve as expeditiously as
possible the full value of the anticipated gains of
the new system, taking into account administrative
costs.

The dividend exclusion prototype could readily
be phased in. The EDA would automatically limit
the amounts of dividends excludable by sharehold-
ers to the amount of earnings taxed after enact-
ment, although stacking distributions first against
the EDA would tend to accelerate the benefits of
integration. See Section 2.B. Additional rules
distinguishing pre-enactment from post-enactment
earnings would not be necessary. Because the
dividend exclusion prototype requires relatively
few changes to current law, the appropriate phase-
in period for that prototype might be relatively
short, e.g., 3 to 5 years. Mechanically, a phase-in
approach would allow a corporation to pay
excludable dividends to the extent of its EDA
balance but would limit additions to the EDA to
reflect the phase-in, e.g., amounts based on 25
percent of corporate taxes paid in the first year
after enactment, 50 percent in the second year,
and so on.!



In contrast, a phase-in of the shareholder
allocation prototype appears complex. Attributing
a portion of corporate tax to shareholders in a
manner that would increase the portion of corpo-
rate income so taxed over time, would require a
complex system for tracking corporate income and
making share basis adjustments, for example, to
determine how subsequent distributions of phase-
in years’ earnings would be taxed. On balance, if
a shareholder allocation system were desired, it
might be preferable to enact the system in its
entirety with a delayed effective date. A delayed
effective date would have effects similar to a
phased-in effective date in reducing transition
gains and losses, would allow taxpayers an oppor-
tunity to plan for the shift, while avoiding the
complexity of a phase-in of the shareholder
allocation prototype.!?

The CBIT prototype generally eliminates the
investor level tax on dividends and interest and
disallows the interest deduction to corporations
and other CBIT businesses. In addition to the
transition gains and losses that might occur under
the other integration prototypes, under CBIT
lenders to CBIT entities might enjoy an increase
in the value of existing debt with the elimination
of tax on interest received. The magnitude of the
increase would depend on a variety of factors,
including the remaining term of the debt. From
the borrower’s perspective, the disallowance of
interest deductions would effectively increase the
cost of borrowing for corporations unable to call
their bonds or otherwise refinance their debt.™

CBIT, therefore, should probably be phased in
over a longer period than would be appropriate
for the dividend exclusion prototype. Longer
phase-ins have greater effect in reducing transition
gains and losses. Because, as detailed in Chap-
ter 4, a CBIT regime will continue to have certain
types of includable interest (such as interest on
Treasury securities) even when fully phased in,
proportionate adjustments during the phase-in
period would add complexity but should not
create insurmountable recordkeeping problems for
investors.

Principal Issues

Although eliminating the interest deduction
ultimately could make certain limitations on
interest deductibility applicable to CBIT entities
unnecessary,' they ‘would remain important
during the phase-in period. Indeed, a phase-in of
CBIT may require some strengthening of rules to
prevent acceleration of interest deductions to
earlier years of the phase-in, as well as deferral of
interest income into later years of the phase-in.
Transition rules also would have to address the
timing mismatches that arise where interest has
been deducted by the payor but not yet included
in income by the lender or where interest has
been included by the lender but not yet deducted
by the payor. Alternatively, transition to CBIT
could be accomplished by beginning with imple-
mentation of the dividend exclusion prototype.

10.D MECHANICS OF A PHASE-IN

Dividend Exclusion Prototype. A dividend
exclusion could be phased in over 4 years, for

example, by crediting the EDA with an increasing
percentage of the fully phased-in EDA amount in
each transition year, i.e., 25 percent of the
formula amount in the first year, 50 percent in the
second, 75 percent in the third. Offsetting reve-
nues could be phased in on the same schedule. By
limiting additions to the EDA at the corporate
level, shareholder level phase-in will not be
required. However, only 25 percent of income
taxed at the corporate level in the first year could
be distributed tax-free to shareholders. Distribu-
tions in excess of this amount, like other distribu-
tions in excess of the EDA, would be taxable to
the shareholder.

CBIT. CBIT is self-financing through the
disallowance of the entity level interest deduction.
Accordingly, the CBIT phase-in must coordinate
the dividend and interest exclusions for sharehold-
ers with entity level interest disallowance. For
each year of the CBIT phase-in, the EDA would
be credited with an increasing percentage of the
fully phased-in EDA amount and the same per-
centage of corporate interest deductions would be
disallowed, i.e., 10 percent in the first year,
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20 percent in the second, etc.. In addition, it
would be necessary to credit the EDA with an
additional amount equal to the phase-in percentage
for the year multiplied by the sum of the allow-
able interest deduction for the year plus interest
paid during the year but deducted in a year before
phase-in begins.'® Absent this adjustment, the
CBIT compensatory tax or investor level tax on
distributions in excess of the EDA would treat
allowable interest like a preference and the in-
come it offsets would be taxed when distributed.
Unlike the dividend exclusion prototype, CBIT
requires investor level phase-in to mitigate and
smooth portfolio shifts during the phase-in period.
Thus, debtholders would exclude 10 percent of
interest received from a CBIT entity in the first
year while shareholders would exclude 10 percent
of dividends received.

Example 1. A CBIT entity earns $109 of gross
income and has $10 of interest expense in the first
year of a 10 year phase-in of CBIT. If the CBIT
phase-in percentage were 10 percent, the CBIT
entity would deduct $9 of interest ($10 minus (10
percent of $10)). It would thus have taxable income
of $100 and pay CBIT of $31.

The amount added to the entity’s EDA is $7.80,
computed as follows:'

$6.90 (10% of ($31/.31—$31))
+.90 (10% of $9 interest allowed as a
deduction)

The entity’s EDA is computed as follows:

$ 6.80 (balance of EDA from year 1)
13.94 (20% of ($31.31/.31—$31.31))
1.60 (20% of $8 interest allowed)
$22.34

Debtholders in this year would be entitled to
exclude $2.00 of the $10.00 in interest they re-
ceive, reducing the EDA to $20.34. If the entity
distributed its $68 in after-tax earnings from year
1 plus its $67.69 in after-tax earnings from year 2
($109 minus $10 interest minus $31.31 tax),
shareholders would be entitled to exclude 20
percent of the $135.69 dividend or $27.14. This
amount exceeds the EDA balance of $20.34 be-
cause only 10 percent of the earnings from year
one are reflected in the EDA. To compensate for
the 20 percent exclusion at the shareholder level, a
31 percent compensatory tax of $2.11 is imposed
on the $6.80 differential. (Thus, the differential
amount is treated like retained earnings from pre-
CBIT years.)

Example 3. The facts are the same as in Example
1, except that the entity earns $20 in preference
income in addition to the $109 in gross income.
Thus, its after-tax earnings available for distribu-
tion to shareholders in year 1 would be $88 ($68 +
$20). If it distributed the entire $88 in year 1,
shareholders could exclude 10 percent of that
amount, or $8.80. As a result, a 31 percent com-
pensatory tax of $.62 is imposed on the $2.00 by
which the shareholder exclusion exceeded the EDA
balance ($8.80—6.80). This amount also is 10
percent of the entity’s preference income.

$7.80

Debtholders would be entitled to exclude $1.00 of
the $10.00 in interest they receive, thereby reduc-
ing the EDA to $6.80."7 If the entity distributed
its remaining after-tax earnings of $68 ($109 minus
$10 interest minus $31 tax) to shareholders, share-
holders could exclude $6.80 from income, thereby
reducing the EDA to zero.

Example 2. The facts are the same as in Example
1 except that the entity made no distribution to
shareholders in the first year and it has identical
income and interest in the second year. Thus, it has
$109 of gross income and is allowed an $8 interest
deduction, resulting in $101 of taxable income.

As the foregoing examples indicate, a uniform
investor level phase-in of CBIT could be more
easily accomplished if the prototype includes a
compensatory tax. If CBIT does not include a
compensatory tax, and instead investors are
subject to tax on preference and sheltered foreign
source income, a phase-in might be accomplished
by limiting the portion of dividends and interest
that are excludable to the lesser of (1) the phase-
in percentage multiplied by the amount of the
payment and (2) the EDA balance. As a conse-
quence, all payments would be excludable up to
the phase-in percentage to the extent of the EDA,
and all payments thereafter would be taxable.
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INTRODUCTION

Under an imputation credit system, a share-
holder would be taxed on the gross amount of a
dividend, including both the cash dividend and the
associated tax paid at the corporate level. The
shareholder would receive a credit equal to the
amount of corporate tax associated with the gross
dividend. From an individual shareholder’s view-
point, this system would mean that the corporate
tax on earnings distributed as dividends would
generally resemble the current withholding tax on
wages and salaries. An employee includes gross
wages in his taxable income and receives a credit
against tax liability equal to the amount of tax
withheld by the employer. Because of the preva-
lence of imputation credit systems abroad, such a
system would facilitate international coordination
of corporate tax regimes, especially in the context
of bilateral treaty negotiations.' We therefore had
expected to recommend an imputation credit
system as our preferred form of distribution-
related integration.

After a close examination of the imputation
credit system, reflected in Chapter 11, we deter-
mined that its principal advantage is its flexibility
to respond to different policy judgments on the
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most important issues of integration. For example,
an imputation credit can extend the benefits of
integration to tax-exempt and foreign shareholders
by allowing refundability of imputation credits or
it can deny such benefits by denying refunds. Its
major drawback is its complexity in creating an
entirely new regime for taxing corporate
dividends. On balance, we concluded that the
dividend exclusion prototype set forth in Chapter
2 was the preferable distribution-related integra-
tion alternative because it would implement our
policy recommendations, including such issues as
the treatment of preferences and tax-exempt and
foreign shareholders, in a substantially simpler
manner.

An imputation credit system may not be the
most straightforward distribution-related integra-
tion alternative even if policymakers were to
choose policy goals different from ours. A divi-
dend deduction system, described in Chapter 12,
also would be simpler than an imputation credit
system if policymakers chose to extend the bene-
fits of integration to tax-exempt and foreign
shareholders.>



CHAPTER 11: IMPUTATION CREDIT SYSTEM

11.A OVERVIEW OF IMPUTATION
CREDIT PROTOTYPE

In producing this Report, we looked carefully
at the integration systems of other countries. See
Appendix B. The imputation credit prototype set
forth in this chapter is the one we consider to be
most consistent with our policy recommendations.
It closely resembles the system that New Zealand
adopted in 1988.

Mechanics. Corporations would continue to
determine income under current law rule and pay
tax at a 34 percent rate. Shareholders receiving a
distribution treated as a dividend would include
the grossed-up amount of the dividend in
income—including both the amount of cash
distributed and the imputation credit allocated to
the dividend—and could use the credit to offset
their tax liability. The credit would be non-
refundable; it could reduce tax liability to zero,
but would not produce a refund. Credits would be
allowed only for taxes paid after the effective date
of the proposal.

Allowing a credit for the full amount of
corporate tax paid with respect to distributed
earnings would eliminate the corporate level tax
if the shareholder’s tax rate at least equals the
corporate rate. Even if the shareholder rate were
less than the corporate rate, the corporate tax
could be eliminated if the credit were allowed
against tax on other income or as a refund. Cur-
rently, the maximum statutory rate for individual
shareholders (31 percent) is less than the corpo-
rate rate of 34 percent. Thus, if the credit were
computed at the full corporate rate, most share-
holders could shelter other income from tax or
claim refunds. This need not be permitted, how-
ever, if the goal of the imputation credit prototype
is simply to ensure that distributed earnings that
are taxed at the corporate level are not taxed
again to shareholders. Accordingly, rather than
allowing a credit for the full amount of corporate
tax paid on a distribution, the prototype computes
the amount of the credit at the 31 percent maxi-
mum shareholder rate. This approach does not
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eliminate the corporate level tax. However, it
would generally permit shareholders to pay no
additional tax on distributions of corporate earn-
ings that have already been taxed fully at the
corporate level, while ensuring that shareholders
taxable at the maximum individual rate do not use
excess credits to shelter other income from tax or
to claim refunds.! Section 11.B explains how
taxes paid at the corporate rate are converted into
imputation credits at the shareholder rate.

A corporation would maintain an account of
its cumulative Federal income taxes paid, comput-
ed as though its taxable income had been subject
to tax at a rate of 31 percent (the shareholder
credit account or SCA). A corporation could elect
to attach a credit to a dividend (frank the divi-
dend) in any amount, provided it does not exceed
the lesser of (1) the adjusted corporate level tax
(computed at the 31 percent rate) on the pre-tax
earnings that generated the dividend (the grossed-
up dividend),? or (2) the balance in the SCA.}
The corporation would reduce its SCA balance by
the amount of credits used to frank dividends and
by refunds of corporate tax. It would increase its
SCA by payments of corporate tax and by credits
attached to dividends received from other
corporations.

Tax-Exempt _Shareholders. The prototype
would effectively retain the current level of
taxation of income earned on corporate equity
supplied by tax-exempt shareholders. The credit
would be nonrefundable, and fully-taxed income
distributed to tax-exempt shareholders would
continue to bear one level of tax: the corporate
tax. Preference income distributed to tax-exempt
shareholders generally would continue to be
untaxed both at the corporate and shareholder
level.

Corporate Shareholders. The dividends re-
ceived deduction would be increased to 100
percent for all intercorporate dividends, and any
imputation credits attached to a dividend would be
added to the recipient corporation’s SCA.
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Tax Preferences and Foreign Source Income.
By adding only U.S. taxes to the SCA and requir-

ing that imputation credits be paid out of the
SCA, the prototype ensures that the credit is
allowed only to the extent of U.S. corporate tax
payments. By generally allowing corporations to
decide how much credit to attach to a particular
distribution, the prototype allows a corporation to
treat distributions as coming first from fully-taxed
income and then from preference income and
foreign source income shielded from U.S. tax by
foreign tax credits. The prototype does not impose
a compensatory tax on distributions out of prefer-
ence or shielded foreign source income. There-
fore, the prototype permits a corporation to make
distributions out of preference or shielded foreign
source income without incurring additional corpo-
rate level tax liability. However, sharcholders
may not claim credits with respect to such distri-
butions. This results in distributed preference
income and shielded foreign source income
continuing to be subject to the same level of
taxation as under present law.

Foreign Shareholders. The prototype also
retains the current law treatment of foreign share-
holders. The credit would be nonrefundable to
foreign shareholders, absent treaty provisions to
the contrary, and dividends would be subject to
U.S. withholding tax to the same extent as under
current law.

Anti-abuse Rules. The imputation credit
prototype generally permits a corporation to frank
dividends in any amount (subject to a maximum),
even if they have a remaining SCA balance. This
treatment is more liberal than the dividend exclu-
sion prototype, which requires corporations to pay
fully excludable dividends (equivalent to fully
franked dividends) until their EDA is exhausted.
Permitting this additional flexibility in the imputa-
tion credit prototype may require additional anti-
abuse rules to prevent corporations from attaching
credits to distributions to taxable sharcholders and

not attaching credits to distributions to
shareholders with low or zero U.S. tax liability,
such as tax-exempt and foreign shareholders. See
Section 11.F.*

Capital Gains and Share Repurchases. Chap-
ter 8 discusses the treatment of capital gains on

sales of corporate stock and the treatment of share
repurchases.

Structural Issues. The prototype generally
maintains current law rules for corporate acquisi-
tions, although new rules would be needed to
govern the carryover or separation of corpo-
rations’ SCA balanceasin acquisitive and divisive
reorganizations.

Impact on tax distortions. Table 11.1 illus-
trates the impact of the imputation credit proto-
type on the three distortions integration seeks to
address: the current law biases in favor of corpo-
rate debt over equity finance, corporate retentions
over distributions, and the noncorporate over the
corporate form. The only difference between the
current law treatment of nonpreference, U.S.
source business income and its treatment under
the imputation credit prototype is on corporate
equity income distributed to individual investors.
The prototype would reduce the tax rate on such
income to t, (when t,=t®) or a lower rate (when
t.<t,), but as long as t.>t™, the rate will be
greater than t,. Thus, while the rate on corporate
equity income distributed to individuals would be
reduced, it would still be higher than the rate (t)
imposed on noncorporate equity income and on
interest. It would be lower, however, than the rate
on undistributed corporate equity income. Some
bias toward debt finance and the noncorporate
form would remain, while the bias toward corpo-
rate retentions would tend to be reversed, in the
absence of a DRIP. See Chapter 9 and Section
11.1. For tax-exempt and foreign investors, there
would be no change in the tax treatment of non-
preference, U.S. source income.



11.B CHOICE BETWEEN A
CREDIT LIMITATION
SYSTEM AND A
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Table 11.1

Total U.S. Tax Rate on a Dollar of NonPreference,

U.S. Source Income from a U.S. Business

Under Current Law and an

COMPENSATORY Imputation Credit Prototype
TAX SYSTEM
Imputation
Introduction Credit
Type of Income Current Law Prototype

As set forth in Chapter 5, this Report

L Individual Investor is Income Recipient

: : Corporate Equity:

recommends that 1nteg1:at101;l not becomef:. Distributed =0 [ttt tE) ()
an occasion for extending the benefit o Undistributed -t t+ (-t
corporate tax preferences to sharehold- Noncorporate Equity 4 4
ers. In implementing this decision in an Interest _ t 4
imputation credit system, the most Rents and Royalties ‘i 4
significant choice is between a share- II. Tax Exempt Entity is Income Recipient
holder credit limitation system (in which Corporate Equity:

. Distributed t, t,
tax is collected only at the shareholder Undistributed t N
level on distributed preference income) Noncorporate Equity t, t,
or a compensatory tax system (in which Interest . 0 0
a tax, creditable by shareholders, is Rents and Royalties 0 0

collected at the corporate level on
distributed preference income). The

III. Foreign Investor is Income Recipient
Corporate Equity:

choice between a credit limitation system 3f§2f§f,ﬁed trd t, it trd (. o
and a compensatory tax system also is Noncorporate Equity twn twn
influenced by the policy recommenda- Interest ' tw1 twr
tions set forth in Chapters 6 and 7 not to Rents and Royalties twr bwr

eliminate the corporate level tax on
earnings distributed to tax-exempt and

Department of the Treasury
Office of Tax Policy

foreign shareholders and not to treat
identically U.S. corporate level taxes
paid and foreign taxes on corporations’
foreign source income. These policy
recommendations imply that imputation
credits should not be refundable to tax-
exempt or foreign shareholders and that
foreign corporate level taxes should not

t. = U.S. corporate income tax rate.

t; = U.S. individual income tax rate.

t™ = Maximum U.S. individual income tax rate.
t, = U.S. effective individual tax rate on capital gains.
twps twns twr twr = U.S. withholding rates on payments to

foreigners of dividends, noncorporate equity income, business
interest, and rents and royalties, respectively. Generally varies

by recipient, type of income, and eligibility for treaty
benefits, and may be zero.

be creditable by shareholders.

The choice between a credit limitation system
and a compensatory tax system may differ de-
pending upon the kind of integration mechanism
adopted. For example, in the dividend exclusion
prototype, we chose to follow a credit limitation-
type approach and to tax distributed preference
income only at the shareholder level. This allows
adoption of the dividend exclusion prototype with
minimal changes from current law and would
continue current law treatment of dividends paid
out of preference or foreign source income. In

addition, because the dividend exclusion prototype
applies only to corporate equity, a compensatory
tax would tend to increase the incentive for
corporations with preference income to issue debt
rather than equity to tax-exempt and foreign
investors. For similar reasons, we adopt a credit
limitation approach in the imputation credit
prototype.

Experience in other countries makes clear that
an imputation credit system can accommodate
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either a credit limitation or a compensatory tax,
however. Australia and New Zealand, for exam-
ple, adopted credit limitation systems, while
France, Germany, and the United Kingdom
adopted compensatory tax systems.’

Comparison of a Compensatory Tax
and Credit Limitation

Under current law, preference income distrib-
uted to tax-exempt shareholders is not subject to
tax at either the corporate or the shareholder
level. If a compensatory tax were imposed on
preference income at the corporate level and not
made refundable to tax-exempt shareholders, a
compensatory tax would impose an additional tax
on such income.® Similarly, under current law,
preference income distributed to foreign share-
holders is subject only to the 30 percent withhold-
ing tax (often reduced to as little as 5 percent by
treaty). If distributed preference income were
subject to a compensatory tax at the corporate
level and the imputation credits could not be used
against the foreign shareholders’ withholding tax,
the net tax burden on that income would increase.

A similar problem arises with distributions of
foreign source income earned by a U.S. corpora-
tion and taxed abroad. As discussed in Chapter 7,
this Report recommends that foreign taxes remain
creditable at the corporate level, but that foreign
taxes not be treated the same as U.S. taxes paid in
determining imputation credits. Under such a
rule, distribution of foreign source income that
has not borne any residual U.S. tax would be
fully taxable at the shareholder level, as under
current law. A nonrefundable compensatory tax
on distribution of foreign source income shielded
from U.S. corporate tax by foreign tax credits
would increase the tax burden on distributions of
such income to foreign and tax-exempt sharehold-
ers relative to the burden on such income under
current law.

Because of the additional corporate level tax
imposed by a nonrefundable compensatory tax on
preference and foreign source income distributed
to tax-exempt or foreign shareholders, the com-
pensatory tax and credit limitation systems have

very different implications for corporations that
currently pay little U.S. tax, due either to sub-
stantial use of tax preferences or to foreign tax
credits. Under current law these corporations
incur little or no United States corporate level tax,
but the dividends paid do bear a shareholder level
tax (except in the case of tax-exempt
shareholders).

A credit limitation system allows corporations
to continue to pay dividends out of preference or
foreign source income without incurring any
additional corporate level tax. In contrast, a
compensatory tax system would require such
corporations to pay an extra corporate level tax in
order to maintain their current level of dividend
payments. In practical terms, a compensatory tax
may create an extra tax cost for corporations
engaged in tax-favored activities, such as research
and experimentation and oil and gas exploration’
and may affect large multinational corporations
doing business in high-tax foreign jurisdictions,
such as certain European countries. In addition,
U.K. experience with a nonrefundable compensa-
tory tax suggests that corporations that would be
subject to such taxes will engage in tax planning
behavior to avoid its burdens. Nevertheless, a
compensatory tax does promote simpler adminis-
tration, since it collects tax on distributed corpo-
rate preference or foreign source income at the
corporate level.?

The extent to which additional tax burdens
would be created by a compensatory tax system
depends on the method for determining when a
distribution is made out of income that has not
borne U.S. tax.® A stacking rule that treats all
distributions as having borne tax at the full corpo-
rate rate (to the extent possible based on total
corporate tax paid) may mitigate the imposition of
a compensatory tax. If distributions do not exceed
fully-taxed income, no compensatory tax is due.
Choice of a particular stacking rule also affects
both the revenue effects of distribution-related
integration and corporate incentives to pay divi-
dends. In this and other prototypes, we have
consistently rejected a stacking rule that would
treat dividends as made first from preference
income, and we have been unable to discover any



country that stacks preferences first in its distribu-
tion-related integration system. Although that rule
would reduce the revenue loss from adoption of
distribution-related integration, it also would
discourage payment of dividends.'® Most foreign
systems stack preferences last. See Appendix B.

A credit limitation system may be somewhat
more complex to administer than a compensatory
tax system, because it requires shareholders to
apply a different rate of gross-up and credit for
each distribution from each corporation. In con-
trast, under a compensatory tax, all distributions
from all corporations are subject to gross up and
credit at the same rate. From the shareholder’s
point of view, however, a credit limitation system
may not be significantly more complicated. Under
either system, the shareholder must compute tax
using two pieces of information—the amount of
the cash dividend and the associated credit (also
used to compute the grossed-up dividend). The
only necessary difference between the two sys-
tems is that under a compensatory tax system the
credit rate can be provided by instructions to the
tax form, while under a credit limitation system it
would have to be provided by information returns,
which may reflect differing amounts of credit for
different corporations and in different years.

Both compensatory tax systems and credit
limitation systems have posed problems for
countries that have adopted them. For example,
the United Kingdom imposes a compensatory tax
by collecting Advance Corporation Tax (ACT) on
all distributed earnings at the time of distribution.
ACT is then creditable against regular tax.!! The
United Kingdom has found that many corporations
with a large amount of preference or foreign
source income have built up substantial excess
ACT accounts rather than reduce their dividend
payments. The likelihood of excess ACT accounts
has led to tax planning efforts to avoid imposition
of compensatory taxes and the existence of excess
ACT accounts promotes efforts at trafficking in
tax attributes. However, credit limitation systems
have had problems in creating and enforcing
effective antistreaming rules. Both the Australian
and New Zealand systems contain an extensive
network of such rules.

The Roads Not Taken

On balance, we believe that a credit limitation
system is preferable to a compensatory tax in both
the imputation credit prototype and the dividend
exclusion prototype. In both cases, a credit limita-
tion system would permit corporations to maintain
their current dividend policy without the imposi-
tion of additional corporate level tax.

Mechanics of a Shareholder Credit
Limitation System

Under the imputation credit prototype, corpo-
rations would keep track of cumulative taxes paid
by maintaining a Shareholder Credit Account
(SCA)—an account of cumulative creditable taxes
paid. A corporation would be allowed to attach a
credit to a dividend (frank the dividend) in any
amount, up to a limit. The credit attached could
not exceed the lesser of (1) an amount equal to
the product of (a) the distribution and (b) the ratio
of the current maximum shareholder tax rate to 1
minus the current maximum shareholder tax rate,
or (2) the balance in the SCA. The corporation
would reduce the balance in the SCA by the
amount of credits used to frank dividends and
refunds of corporate tax and increase the SCA by
payments of corporate tax (including estimated
tax) and imputation credits attached to dividends
received.

For example, consider a corporation with
taxable income of $100. Assuming a 34 percent
corporate tax rate and a 31 percent shareholder
rate, it would pay a tax of $34 and have $66
available for distribution. The corporation would
add $29.65 to its SCA account. The amount
added to the SCA is determined using the
following formula:

Annual additions to SCA =

1 U.S. tax paid for taxable year :
-1 -U.s.
[._65 ] [ - U.S. tax paid for taxable year

+ imputation credits on dividends received

This is the amount of tax that would fully frank,
at the 31 percent shareholder rate, the
corporation’s actual after-tax income of $66
($100—%34).12
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If the corporation distributed a cash dividend
of $33, the corporation could elect to frank the
dividend in any amount up to $14.83 (determined
by multiplying the amount of the distribution by
.4493 (the shareholder rate divided by one minus
the shareholder rate). The corporation would
reduce the SCA by the amount of the credit.
Thus, if the corporation chose to fully frank the
dividend, the shareholder would report as income
the gross dividend of $47.83 ($33 plus $14.83)
and claim a credit of $14.83 against the individual
tax. If the $14.83 credit exceeded the shareholder
level tax imposed on the $47.83 gross dividend,
a low-bracket shareholder could use the excess
credit to offset tax imposed on other income. For
example, a shareholder in the 31 percent bracket
would incur tax liability on the gross dividend of
$14.83 (.31x$47.83) and would receive a credit
of $14.83, exactly offsetting the tax due. A
shareholder in the 15 percent bracket would incur
tax liability on the gross dividend of $7.17
($47.83 %15 percent) and would receive a credit
of $14.83, leaving an excess credit of $7.66 to
offset other tax liability."

The imputation credit prototype requires
corporations to report annually to each sharehold-
er and to the IRS the amount of dividend distribu-
tions to shareholders and the associated imputation
credits. The imputation credit prototype also
requires corporations annually to report to the IRS
the adjustments to and balance in the SCA. This
would permit the IRS to verify aggregate allow-
able credits to a corporation based on the amount
of taxes paid and to compare the allowable
amount with credits reported by shareholders.

A liquidating corporation would distribute the
remaining balance in its SCA among shareholders
in proportion to the amount of other assets distrib-
uted to them. As with any other distributions for
which imputation credits are allowed, the amount
of the shareholder credit would be included in
income and could be used to offset gain on the
liquidation or, in the case of excess credits, other
income.

The imputation credit prototype, like the
dividend exclusion prototype, treats adjustments to

prior years’ tax liability as adjustments made in
the current year.!* Thus, an increase in corporate
tax liability for a prior year would result in an
increase in the SCA for the year of the audit
adjustment. A decrease in a prior year tax liability
could give rise to a refund, but only to the extent
of the current balance in the SCA. Any excess
amount would be carried forward to be applied
against future corporate taxes.'

This method ensures that an adjustment that
affects a corporation’s prior year tax liability
would not affect sharcholders’ individual tax
positions for the prior year. Shareholders may
thus claim the credits reported to them as allow-
able by the corporation, without concern that
subsequent corporate level adjustments might
require them to file amended returns. '

The imputation credit prototype allows corpo-
rations to carry back losses to claim refunds only
to the extent of any balance in their SCA, with
the SCA being reduced by the amount of the
refund. This limitation prevents corporations from
carrying back losses in order to obtain a refund of
taxes that already have served to reduce share-
holders’ taxes through imputation credits attached
to dividends.'” Any unused losses can be carried
forward as under present law.'®

The prototype generally permits corporations
to choose the extent to which dividends are
franked, with the consequence that there is no
need for a mandatory stacking rule. This flexibili-
ty allows a corporation with preference or foreign
source income to continue to determine its divi-
dend policy by weighing the business reasons for
maintaining a particular level of cash distributions
against the possible detriment to shareholders of
receiving unfranked dividends. In contrast, the
dividend exclusion prototype requires excludable
dividends to be paid until the EDA balance is
exhausted. This is equivalent to an imputation
credit system that requires corporations to pay
fully franked dividends to the extent of the SCA.
Permitting the additional flexibility to pay partial-
ly franked dividends requires anti-abuse rules in
addition to those adopted in the dividend exclu-
sion prototype to prevent corporations from



paying franked dividends to taxable shareholders
and unfranked dividends to tax-exempt share-
holders. See Section 11.F.

Corporate Shareholders

The imputation credit prototype allows a
corporate shareholder a 100 percent dividends
received deduction (DRD) for both franked and
unfranked dividends, regardless of the degree of
affiliation.’” Moving to a single level of tax
under integration does not require increasing the
DRD to 100 percent for unfranked and partially
franked dividends. The dividend exclusion proto-
type, for example, retains current law for taxable
dividends. See Section 2.B. The imputation credit
prototype contains a 100 percent DRD for all
dividends, however, because retaining current law
for partially franked dividends would create
unwarranted complexity.

As under current law, the DRD would be
available for dividends from domestic corpora-
tions and for a portion of dividends from certain
foreign corporations engaged in business in the
United States. Any imputation credit associated
with a dividend would be added to the corpo-
ration’s SCA. Adding the credit to the corporate
shareholder’s SCA preserves imputation credits
for individual shareholders when the earnings are
ultimately distributed out of corporate solution.

Because the 100 percent DRD would be
equally available for fully franked and unfranked
dividends, distributions of corporate preference
income would be taxed only when ultimately
distributed to individual shareholders. Mechanical-
ly, this result occurs because unfranked dividends
do not increase the recipient’s SCA.?' Retaining
the DRD for preference income is consistent with
the rationale for a credit limitation system dis-
cussed above. Requiring immediate taxation in
full of preference income received by corporate
shareholders would represent a significant depar-
ture from current law and would increase the cost
of intercorporate dividends. Preserving the DRD
means that the ultimate taxability of preference
income is determined at the individual level.?
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Other countries adopting distribution-related
integration have dealt with the issues presented by
affiliated groups in a variety of ways. In most
cases, these countries have permitted the exten-
sion of preferences while the income remains in
corporate solution, as we suggest here. For
example, New Zealand generally exempts inter-
corporate dividends from taxation and corporate
shareholders are permitted to add credits from
franked dividends to their own SCA. Similar rules
apply in Australia for dividends received by
public corporations and for franked dividends
received by private corporations from within the
same closely held group. In the United Kingdom,
although the intercorporate dividends are general-
ly subject to ACT, a "group dividend election"
can be made to avoid the ACT and the imputation
of credits with respect to distributions between
closely affiliated corporations. See Appendix B.

11.C ROLE OF THE
CORPORATE ALTERNATIVE
MINIMUM TAX

Under current law, the corporate alternative
minimum tax (AMT) seeks to ensure that, in each
taxable year, corporations pay a minimum amount
of tax on their economic income. A corporation
must pay the higher of the AMT or the regular
tax liability on its alternative minimum taxable
income (AMTI) for the taxable year. Congress
adopted the corporate AMT system in 1986 partly
in response to widely publicized reports of major
companies not paying taxes in years in which they
reported substantial earnings and, in some cases,
paid substantial dividends to shareholders.?

The imputation credit prototype retains the
corporate AMT.* Because the imputation credit
prototype described here does not substantially
alter the current treatment of either retained or
distributed preference income, the AMT would
continue to serve its-current function of limiting
corporate tax preferences and ensuring that
corporations continue to pay some minimum
amount of tax on retained income.?

Since some corporations are subject only to
the AMT and pay no regular corporate tax for
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long periods, the question whether the AMT
should be considered taxes paid and added to the
SCA is important. For these taxpayers, the corpo-
rate AMT is the only tax paid, and, despite the
current law provisions that allow the AMT to be
credited against regular corporate tax in subse-
quent years, it would not be realistic to view the
AMT simply as an advance deposit against ulti-
mate corporate tax liability. We therefore treat the
AMT in the same manner as regular corporate
taxes paid. Thus, each dollar of AMT is convert-
ed into an SCA balance using the formula set
forth in Section 11.B.%® At the corporate level,
any AMT paid would continue to be carried
forward and credited against regular corporate tax
in subsequent years, but regular corporate tax that
is not paid by reason of the credit allowed for
AMT previously paid would not be treated as tax
paid. Accordingly, under the prototype, both
regular taxes paid and AMT paid would be added
to the SCA, and regular tax that is offset by the
AMT credit would not be added to the SCA. If
the AMT were not treated as taxes paid, distribu-
tions attributable to earnings that have been
subject to AMT would be taxed twice, and a
higher rate of tax would be imposed on preference
activities. However, if distributions are made with
shareho.der credits arising from payments of
AMT, such reductions in the SCA will reduce the
corporation’s ability to pay franked dividends
when the AMT reverses and the corporate tax is
reduced by AMT credits.

11.D FOREIGN SOURCE INCOME

In general, the prototype permits a U.S.
corporation to claim foreign tax credits against
corporate tax to the same extent as under current
law. A U.S. corporation, however, would in-
crease its SCA only by the amount of the residual
U.S. tax (if any) imposed on its foreign source
income. Distributions out of foreign source
income shielded from U.S. corporate tax by
foreign tax credits generally would be unfranked
and, therefore, would be taxed at the shareholder
level as under present law.

Thus, U.S. corporate shareholders owning less
than 10 percent of a foreign corporation’s voting

stock (the threshold requirement for claiming an
indirect foreign tax credit under IRC § 902)
would include in income, as under current law,
dividends from the foreign corporation and claim
a foreign tax credit for foreign withholding taxes.
The corporate shareholder, however, would not
add foreign income taxes paid by the foreign
corporation or foreign withholding taxes on
dividends to its SCA.

U.S. corporate shareholders owning at least 10
percent of a foreign corporation’s voting stock
would continue to include in income dividends
from the foreign corporation and to claim a
foreign tax credit for foreign withholding taxes on
the dividend as well as foreign taxes paid by the
foreign corporation. The corporate shareholder
would add to its SCA only the U.S. residual tax,
if any, paid on the dividend.”

U.S. corporations with foreign branch opera-
tions would continue to be subject currently to
U.S. tax on their worldwide income with a credit
for foreign income taxes imposed thereon.?® As
with earnings of foreign subsidiaries, the U.S.
corporation would increase its SCA only by the
amount of any residual U.S. tax imposed on the
foreign source income.

The imputation credit prototype does not
change the treatment of individuals owning stock
in foreign corporations. U.S. individual share-
holders would continue to include in income
dividends received and claim a foreign tax credit
for any foreign withholding taxes imposed on the
dividend. Individual shareholders would not
receive an imputation credit for any income taxes
paid by the foreign corporation.

In connection with treaty negotiations with
countries that have imputation credit systems, the
United States may wish to consider whether
imputation credits for foreign taxes paid could be
extended on a bilateral basis. Serious complexities
would arise, however, in applying at the individu-
al shareholder level the foreign tax credit limita-
tions that are designed to ensure that foreign taxes
paid are not credited against U.S. taxes at tax
rates in excess of the applicable domestic tax rate.



On the other hand, ignoring the foreign tax credit
limitation would reduce or eliminate U.S. taxes
on U.S. source income, in effect transferring
domestic revenues to foreign treasuries. A possi-
ble approach might be to extend the benefits of
foreign corporate taxes paid to individual U.S.
shareholders in the form of a shareholder level
exclusion of foreign source corporate income.
Even in this event, care would need to be taken to
avoid inappropriate results.?”

11.E CHOICES REQUIRED
BECAUSE OF
SHAREHOLDERS WITH
DIFFERENT RATES

Tax-Exempt Shareholders

As discussed in Chapter 6, this Report recom-
mends that integration retain the current treatment
of corporate income distributed to tax-exempt
shareholders.*® Corporate taxable income would
continue to bear one level of tax. Corporate
preference income and foreign source income
shielded from U.S. corporate tax by foreign tax
credits would continue to be exempt from U.S.
tax at both the corporate and shareholder level to
the extent distributed to tax-exempt shareholders.
Imputation credits could not be used against UBIT
liability.*!

Foreign Shareholders

Chapter 7 of this Report recommends that
foreign shareholders making inbound investments
should not by statute receive the benefits of
integration available to U.S. shareholders, and
that any such extension of the benefits of integra-
tion should occur only through treaties. Accord-
ingly, the imputation credit prototype does not
permit foreign shareholders to claim a refund of
the imputation credit or to use the credit to offset
withholding tax imposed on dividends. The 30
percent statutory withholding tax would continue
to apply to the amount of the dividend without
gross up, subject to applicable treaty reductions.
The branch profits tax would continue to apply to
U.S. branches of foreign corporations. Thus, a
U.S. branch of a foreign corporation would be
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taxable on its income effectively connected with
a U.S. business (subject to any available treaty
exemptions), and the branch’s earnings withdrawn
from the U.S. business (the dividend equivalent
amount) would be subject to the branch profits tax
under IRC § 884(a) (as modified by any applica-
ble treaty), without credit for U.S. taxes paid on
effectively connected income.

Denying imputation credits to foreign share-
holders follows the approach generally adopted by
our trading partners that have integrated corporate
tax systems. Although the imputation credit would
not be available to foreign shareholders as a
statutory matter, a dividend to a foreign share-
holder would reduce the distributing corporation’s
SCA by the same amount as if the distribution had
been to a taxable domestic shareholder.*

Low-Bracket Shareholders

The imputation credit prototype uses a rate of
31 percent to compute the shareholder credit.
Consequently, taxpayers subject to maximum tax
rates below 31 percent would receive imputation
credits on dividends received that may exceed the
shareholder level tax that would otherwise apply
to dividends received. Unlike the dividend exclu-
sion or CBIT prototypes, no additional mechanism
(such as addition of a credit) is required to adjust
the tax burden to the shareholder’s rate because
the franking process provides the shareholder with
the data necessary to compute shareholder level
tax (the grossed-up income and credit amounts).
The prototype allows these taxpayers to use
excess imputation credits to offset tax that would
otherwise apply to unfranked dividends or other
sources of income. This feature of the imputation
credit system produces an additional revenue loss
in comparison to the dividend exclusion proto-
type. Taxpayers who could not fully use such
credits against other income could not claim a
refund of the excess credits.*

11.F ANTI-ABUSE RULES

Adopting an imputation credit system in which
imputation credits are not refundable to tax-
exempt and foreign shareholders may create
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incentives for taxpayers to "stream" fully franked
dividends to taxable shareholders and unfranked
dividends to tax-exempt shareholders.** Similar
incentives arise under the dividend exclusion
prototype, in which corporations would prefer to
pay excludable dividends to taxable shareholders
and taxable dividends to tax-exempt shareholders.
Section 2.B discusses the anti-abuse rules we
consider appropriate to limit streaming in the
dividend exclusion prototype, and we would adopt
similar rules in the imputation credit prototype.
Thus, for example, a holding period requirement
would have to be met for a taxpayer to claim an
imputation credit.

In general, opportunities for streaming would
be reduced if the imputation credit prototype
required corporations to pay fully franked divi-
dends until their SCA balance were exhausted. In
that case, the imputation credit system would be
substantially similar to the dividend exclusion
system, which requires corporations to pay
excludable dividends to the extent of their SCA
balances.

Application of this rule in an imputation credit
context, however, could interfere with corporate
dividend practices by making the franking level
(and hence shareholder tax consequences) of
dividend distributions dependent on taxable in-
come. To permit corporations to smooth the
pattern of dividends, including the pattern of
associated credits, the prototype permits corpora-
tions to pay partially franked dividends. Using
this flexibility, a corporation could reserve a
portion of its SCA balance to pay future franked
dividends.

Because the imputation credit prototype per-
mits corporations to pay partially franked or
unfranked dividends even when they have an SCA
balance sufficient to frank the dividend fully, two
additional anti-abuse rules would be required.
First, to prevent excessive franking of dividends,
the prototype limits the amount of credit that can
be attached to a dividend. The imputation credits
attached to any dividend should not exceed the
maximum creditable tax on the pre-tax earnings
that generated the dividend. See Section 11.B.

Second, the prototype requires corporations to
frank all dividends paid during a year to the same
extent. This rule prevents corporations from
paying unfranked dividends on one class of stock
held by taxable shareholders and unfranked
dividends on another class of stock held by tax-
exempt shareholders. This rule is essentially the
same as that adopted by New Zealand.*® This
latter rule, while necessary to avoid distortion of
corporate dividend payment practices, could give
rise to significant complications for a corporation
with multiple classes-of dividend paying stock.

11.G STRUCTURAL ISSUES
Corporate Acquisitions

The imputation credit prototype retains the
basic rules of current law governing the treatment
of taxable and tax-free corporate asset and stock
acquisitions. Adopting the imputation credit
prototype would permit taxable asset acquisitions
to be made with only a single level of tax. Corpo-
rate tax paid on gain recognized on the sale of
assets would be added to the SCA and would
create imputation credits to offset shareholder tax
when the corporation liquidates and distributes the
proceeds from the sale. Stock acquisitions may
face a higher tax burden than asset acquisitions
under distribution-related integration if capital
gains on corporate stock that are attributable to
retained earnings are taxed in full at shareholder
rates. See Section 8.A. This problem could be
mitigated by a dividend reinvestment option. See
Chapter 9.

Nothing in the movement to distribution-
related integration would require a fundamental
change in the basic pattern of taxing qualifying
corporate reorganizations. Current law treats a
qualifying corporate reorganization as tax-free at
the corporate level (with the target’s tax attrib-
utes, including its asset basis, carrying over to the
acquiror) and at the shareholder level. The policy
underlying the reorganization provisions is that
imposition of tax is inappropriate where a corpo-
rate reorganization merely effects a readjustment
of shareholders’ continuing interests in corporate
property under modified corporate forms. This



policy applies equally under distribution-relation
integration, because it reflects a judgment about
when income should be recognized under a real-
ization-based tax system that does not require
corporate assets or stock to be marked to market,
not a judgment about whether two levels of tax
should be imposed on recognized corporate
income.”’

Rules would be needed to divide a corpo-
ration’s SCA when it engages in a divisive reorga-
nization. Rules are needed to discourage the use
of divisive reorganizations to isolate amounts in
the SCA in one corporation for the benefit of one
group of shareholders.®® Current law rules gen-
erally provide that earnings and profits of the
distributing corporation in a divisive reorganiza-
tion that qualifies as a D reorganization under
IRC § 368(a)(1)(D) are divided between the
distributing corporation and the controlled corpo-
ration based on the relative fair market value of
their assets. A similar rule could be adopted to
govern the allocation of SCA balances in divisive
reorganizations.

For the reasons set forth in Chapter 2, we do
not urge any rules limiting the use of SCA balanc-
es following an ownership change. See "Anti-
abuse Rules" in Section 2.B.

Earnings and Profits

The imputation credit prototype, like the
dividend exclusion prototype, retains the current
earnings and profits rules for determining when a
distribution is treated as a dividend rather than a
return of capital. See Section 2.F.

11.H EXTENDING THE
IMPUTATION CREDIT
PROTOTYPE TO DEBT

Adopting any of the methods of integrating the
corporate and individual income taxes discussed in
this Report would narrow significantly the differ-
ences in taxation of debt and equity. Under
integration, only one level of tax generally would
be imposed on corporate earnings distributed as
dividends. Retaining the interest deduction also
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ensures that no more than one level of tax is
collected on corporate earnings distributed as
interest. Accordingly, the introduction of integra-
tion, without any change in the rules for taxing
debt, would create greater parity in the taxation of
debt and equity.

Because the dividend exclusion and imputation
credit prototypes are designed to retain the exist-
ing level of corporate taxes on equity capital
supplied by foreigners and tax-exempt entities,
however, some disparities will remain in the
treatment of debt and equity capital supplied by
those investors. Retaining the interest deduction in
an integrated system would permit earnings that
are used to pay interest to tax-exempt and certain
foreign bondholders to continue to escape U.S.
tax entirely.

Thus, for tax-exempt and foreign investors at
least, the dividend exclusion and imputation credit
prototypes generally maintain current law’s bias in
favor of debt financing. Eliminating this bias is a
principal argument for CBIT, which represents a
natural extension of the dividend exclusion proto-
type to debt and imposes tax once at the entity
level. Equating the treatment of debt and equity in
an imputation credit prototype would require a
different approach—a bondholder imputation
credit system.

Under a bondholder credit system with no
corporate level deduction for interest, the mechan-
ics would generally follow the rules applicable to
dividends. Corporate tax paid on earnings used to
pay interest or dividends would be passed through
to bondholders and shareholders as imputation
credits. Bondholders and shareholders would
include in income the amount of the cash interest
or dividend payments plus the imputation credits
and could use the credits to offset tax on interest
income.* Tax-exempt and foreign shareholders
would not be entitled to claim refunds of imputa-
tion credits, and taxable shareholders could use
excess credits to offset tax on other income but
not to claim refunds.*

A bondholder credit system differs in certain
ways from CBIT, which equates the treatment of
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debt and equity at the business, rather than at the
individual, level. An imputation credit system
would tend to impose taxation on the supplier of
business financial capital rather than on the entity.
The two approaches are similar when the business
and its suppliers of capital would be taxed at the
same rates but will diverge if the tax rate of the
supplier of capital is different from the CBIT
rate.* Thus, for example, if both borrower and
lender are taxable, but the lender’s rate is less
than the borrower’s rate, CBIT will tax the
interest income at the CBIT rate, while the bond-
holder credit system will generally tax the income
at the lender’s rate.*?

Although the bondholder credit system would
generally mirror the imputation credit prototype
detailed in this chapter, addition of a bondholder
credit may require reexamination of the treatment
of foreign investors. The issues would be similar
to those posed in moving from the dividend
exclusion prototype to CBIT. Retaining current
law would require collecting two levels of tax on
dividends and zero or one level of tax on interest.
Such treatment would, however, violate the
equality between debt and equity that is the goal
of adopting a bondholder credit system. Accord-
ingly, to maintain parity between debt and equity,
imputation credits should not be refundable to
foreign investors, but the 30 percent withholding
tax now applicable to dividends and nonportfolio
interest (and the branch profits tax) should be
repealed.®

11.1 DIVIDEND REINVESTMENT
PLANS (DRIPs)

Chapter 9 discusses how a corporation might
use an elective DRIP in the dividend exclusion
and CBIT prototypes to allow shareholders to
increase share basis to reflect earnings that have
been taxed at the corporate level. A DRIP mini-
mizes the extent to which taxing capital gains on

sales of corporate stock imposes a second level of
tax on such earnings. See Chapter 8.

An elective DRIP could be made a part of an
imputation credit prototype as well. A corporation
would be permitted to declare deemed dividends
up to the amount that can be fully franked by the
balance in its SCA.* Shareholders would include
in income the amount of the deemed dividend plus
the associated imputation credit and could use the
credit to offset tax due.** Share basis would
increase by the amount of the deemed
dividend.*¢

Permitting a DRIP in the imputation credit
prototype requires one additional rule to limit
streaming of credits. As discussed in
Section 11.F, the prototype limits streaming
through cash dividends by requiring each corpora-
tion to frank all cash dividends paid during a year
in the same proportion (the consistency rule).?’
The consistency rule is necessary because the
imputation credit prototype, unlike the dividend
exclusion and CBIT prototypes, permits corpora-
tions to determine the extent to which dividends
(and interest payments, if a bondholder credit
were adopted) are franked.

Absent additional restrictions, a corporation
could use a DRIP to stream by paying unfranked
cash dividends on classes of stock held by tax-
exempt shareholders and fully franked deemed
dividends on classes of stock held by taxable
shareholders. To limit this practice, the prototype
permits corporations to use an elective DRIP only
if all cash dividends paid during some defined
period before and after the deemed dividend are
fully franked. This rule effectively extends the
consistency rule to deemed dividends and limits
the benefits of a DRIP to corporations that pay
insufficient cash dividends to carry out its SCA
balance—not those that underfrank cash dividends
and distribute the remainder of the SCA through
the DRIP.*



CHAPTER 12: OTHER PROPOSALS TO REDUCE THE
BIAS AGAINST CORPORATE EQUITY

12.A DIVIDEND DEDUCTION

We have not developed a dividend deduction
prototype in this Report. However, the 1984
Department of the Treasury Report on tax reform
recommended a 50 percent dividends paid deduc-
tion and the President’s 1985 tax proposals includ-
ed a 10 percent deduction.! A dividend deduction
system produces results contrary to our general
recommendations that integration not be the
occasion for eliminating the corporate level tax
imposed under current law on distributions to tax-
exempt and foreign shareholders.? We view these
general recommendations as important in ensuring
that corporate income distributed to such share-
holders continues to bear tax similar to that under
current law. In addition, a dividend deduction
proposal would be substantially more expensive
than either a dividend exclusion or imputation
credit system.?

The primary arguments for a dividend deduc-
tion approach are that it results in equivalent
treatment for debt and equity and that it taxes
distributions at the shareholder rate. The first
claim is not strictly accurate to the extent that
interest is deductible as it accrues while dividends
are deductible only when paid.* The second claim
is correct but will exacerbate the bias toward
distribution of earnings inherent in any distribu-
tion-based system, particularly when, as under
current law, the corporate rate exceeds individual
rates.

If policymakers were to select a dividend
deduction system, it would be important to incor-
porate a mechanism analogous to the EDA of the
dividend exclusion prototype to limit the amount
of deductible dividends to the amount on which
U.S. corporate tax has been paid.’ Absent such
a restriction, a dividend deduction system would
allow a deduction for dividends paid out of prefer-
ence income and foreign source income sheltered
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from U.S. tax by foreign tax credits. Allowing
such deductions would not simply eliminate
corporate taxes paid on that income (because, by
definition no U.S. corporate taxes have been paid)
but instead would permit the corporation to shelter
earnings on which U.S. corporate tax would
otherwise be imposed.®

It is not altogether clear how a dividend
deduction system would treat foreign sharehold-
ers. Presumably, the deduction would be allowed
for dividends paid to foreign shareholders, and the
30 percent withholding tax on dividends would be
retained, although treaty provisions reduce the
withholding tax to as low as 5 percent. Similarly,
the branch profits tax on domestic branches of
foreign corporations presumably would be re-
tained with a modification to provide parity with
the dividend deduction for domestic corporations.

Since dividends would be taxable only to the
recipient in a dividend deduction proposal, there
would be no dividends received deduction for
corporations.” A DRIP probably would not be
appropriate in a dividend deduction approach
because it could result in allocation of taxable
income to shareholders without receipt of cash
sufficient to satisfy the shareholder’s resulting tax
liability.?

While we have not developed a dividend
deduction prototype in this Report, we review
below two proposals for dividend deduction
systems, one made in 1991 by the Capital Taxes
Group of the Institute for Fiscal Studies in the
United Kingdom and one made in 1989 by the
Reporter for the American Law Institute’s Federal
Income Tax Project (Subchapter C). These pro-
posals are not presented here as fully as other
integration prototypes but are included as related
proposals intended to improve the neutrality of the
tax treatment of debt and equity finance for
corporations.
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12.B INSTITUTE FOR FISCAL
STUDIES PROPOSAL

The Capital Taxes Group of the British Insti-
tute for Fiscal Studies (IFS) proposed the intro-
duction of an "Allowance for Corporate Equity"
(AFCE).’ Under this approach, a corporation
would be allowed to deduct in its calculation of
taxable income an allowance based on share-
holders’ equity employed in the business. The
intent of this proposal is to enhance neutrality by
treating equity finance like debt finance."

The deductible AFCE allowance would be
equal to the product of "sharcholders’ funds"
(generally the corporation’s total equity capital)"!
and an “appropriate nominal interest rate." The
interest rate used for calculating the AFCE would
be set by the government for all corporations and,
in general, should reflect a normal market rate of
return. The IFS recommends that the rate be
established each month equal to the rate for a
medium-term government security. Because firms
with risky opportunities or facing informational
imperfections in capital markets would have costs
of funds significantly higher than the allowable
rate for deduction, mature, less risky firms would
receive a greater relative benefit from the AFCE
system.

The AFCE system prevents double counting of
intercorporate investments by reducing share-
holders’ funds by the amount of funds invested in
other firms. It also prevents allowance of both an
interest deduction and an AFCE allowance with
respect to intercorporate equity investments
funded by debt by imputing a negative AFCE
adjustment to the borrower. "

The AFCE proposal is designed to operate in
a classical corporate tax system to reduce the tax
bias against equity finance. The IFS proposal is
not a true integration proposal. Corporate equity
income in excess of the AFCE allowance would
remain subject to a second level of tax when such
income is distributed or when shareholders are
taxed on capital gains attributable to such income.
As a consequence, the IFS proposal would not

eliminate the bias against the corporate form and
the incentive to retain rather than distribute
corporate equity income in excess of the AFCE
allowance.

12.C AMERICAN LAW INSTITUTE
REPORTER'’S STUDY DRAFT

In 1989, the Reporter for the American Law
Institute (ALI) Federal Income Tax Project
(Subchapter C) outlined a set of four proposals for
reform of the corporate tax.!* The Reporter’s
Study Draft proposals are not integration propos-
als. They are intended to revise the classical
corporate tax system to reduce the tax bias against
new equity finance and to eliminate the tax bias
against dividend distributions relative to non-
dividend distributions, e.g., share repurchases.
The latter goal would be accomplished by increas-
ing tax rates applied to nondividend distributions
rather than by decreasing tax rates applied to
dividend distributions.

The Reporter’s Study Draft advances two
proposals to reduce the tax bias against new
equity finance. First, corporations would receive
a deduction for dividends paid on new equity
capital (Qualified Contributed Capital or
QCC).™ The deduction would be equal to a
prescribed interest rate multiplied by net contrib-
uted capital less extraordinary dividends and
nondividend distributions. The prescribed interest
rate for deductions would be limited to the long-
term borrowing rate specified under IRC § 1274,
plus 2 percent.

Second, the Reporter’s Study Draft would
limit corporate interest deductions to the net
amount of debt capital raised. In particular, no
deduction would be allowed for interest on "con-
verted equity," including debt incurred to finance
an extraordinary dividend or stock acquisition,
share repurchase, or any other nondividend
distribution. The deduction allowed for interest on
any other type of debt also would be limited to
the long-term borrowing rate specified under IRC
§ 1274 plus 2 percent.




Taken together, these two proposals are
designed to reduce the tax bias against new equity
finance.

The concern over the tax bias against dividend
distributions relative to nondividend distributions
motivates the other two proposals in the
Reporter’s Study Draft. First, the ALI Reporter
proposes a "minimum tax on distributions"
(MTD) equivalent to 28 percent of the gross
amount of any extraordinary dividend or non-
dividend distribution, including distributions in
redemption and liquidation and any purchase of
shares. The tax would be collected by the distrib-
uting corporation, and would be creditable against
a shareholder’s tax on the distribution (but not
against other income).'

Second, in the case of direct investments in a
corporation by another corporation, the Reporter’s
Study Draft would treat a purchase of shares in a
corporation by another corporation that owns at
least 20 percent of the shares as a nondividend
distribution subject to the MTD and other applica-
ble rules. However, intercorporate dividends
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would not be subject to tax, and basis adjustments
similar to those provided under the current con-
solidated return regulations would be made. For
portfolio investments, on the other hand, the
investor corporation would be taxed in full like
any other investor and no dividends received
deduction would be allowed.!’

The Reporter’s Study Draft proposals would
reduce the tax bias against new equity finance,
while maintaining the tax bias against dividend
payments from accumulated equity. The economic
assumptions underpinning the ALI proposals seem
to be those of the "new view" of dividend taxa-
tion, in which the taxes on dividends from accu-
mulated equity are capitalized into share values
and do not affect dividend decisions. As a result,
extending dividend relief to accumulated equity is
perceived as conferring a windfall gain to "old"
equity, since under the assumptions of the new
view, dividend distributions are unavoidable. As
discussed in Chapter 13, we accept the "tradition-
al view," in which reducing the tax burden on
dividends generally increases dividend payouts
and economic efficiency.!®



PART V: ECONOMIC ANALYSIS OF INTEGRATION

CHAPTER 13: ECONOMIC EFFECTS OF INTEGRATION

13.A INTRODUCTION AND
SUMMARY

This chapter presents quantitative estimates of
the impact of the integration prototypes developed
in the Report on the allocation of resources,
corporate financial policy, portfolio allocation,
and Federal tax revenues.

We examine the effects of each integration
prototype using four alternative models of the
economy and two assumptions about how integra-
tion would be financed. Results differ from model
to model, as well as by financing assumption, but,
in general, the integration prototypes reduce the
tax penalty on corporate investment and encourage
capital and other resources to flow into the corpo-
rate sector. Depending on the prototype, model,
and financing assumption, this capital expansion
ranges from a 2 to 8 percentage point increase in
the capital stock used in the corporate sector. In
dollar terms, this ranges approximately from $125
billion to $500 billion in additional corporate
capital. CBIT generally produces the largest
expansion of corporate capital, but in several of
the calculations, the more traditional integration
prototypes yield a similar expansion.

In addition, each of the integration prototypes
generally encourages corporations to use less
debt. Estimated debt to asset ratios decrease by 1
to 7 percentage points, depending upon the model,
financing assumption, and prototype. CBIT is the
best prototype for encouraging firms to reduce
their relative use of debt.

The integration prototypes encourage corpora-
tions to increase the portion of earnings distribut-
ed as dividends. Both CBIT and the shareholder
allocation prototype promote efficient corporate
dividend policy by almost entirely eliminating
taxes as a consideration. In contrast, the distribu-
tion-related prototypes encourage firms to pay out
more of their earnings as dividends than may be
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optimal. Depending on the model, financing
assumption, and prototype, nominal dividend
payout ratios would increase by 2 to 6 percentage
points.

By shifting resources into the corporate sector,
reducing corporate borrowing, and encouraging
dividends, the integration prototypes generate
changes in economic welfare. Overall, the proto-
types improve economic welfare in all calcula-
tions, and the improvement ranges from an
amount equivalent to 0.07 percent of annual
consumption (total consumer spending on goods
and services) to an amount equivalent to 0.73
percent of consumption, or from approximately
$2.5 billion to $25 billion per year. CBIT or
shareholder allocation prototypes generally con-
tribute the greatest increases in welfare, but the
distribution-related prototypes also produce signif-
icant economic welfare gains. Much of the varia-
tion in results reflects differences in the models
used to analyze the prototypes or differences in
financing assumptions, rather than differences
among prototypes. Indeed, one striking feature of
the calculations is that within each model, and for
a given financing assumption, structurally differ-
ent prototypes often have similar overall effects
on economic well-being. These results accord
with the general economic equivalence of basic
integration prototypes in the absence of distortions
induced by rate differentials demonstrated in
Appendix C.

The results summarized above are generated
from models of the economy that abstrac